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Preface

In recent years, economic performance in most of sub-Saharan
Africa has improved. Growth has picked up, resulting in an increase in
per capita cutput in 2 number of countries, inflation has decelerated
markedly, and the fiscal and external deficits have been reduced. In
large part, the economic recovery can be attributed to improved
macroeconomic and structural policies rather than to favorable exter-
nal developments, such as terms of trade gains. Indeed, these favor-
able developments have been achieved at a time when official devel-
opment assistance has been declining. Key structural reforms have
been implemented in many African countries, including curtailing of
price controls, dismantling of some inefficient public monopolies, pri-
vatization, elimination of nontariff barriers in most countries, and a re-
duction in import duties in many. At the same time, exchange rates
have been largely freed and unified, restrictions on current transac-
tions liberalized, and important progress has been made toward mar-
ket-determined interest rates in most countries.

The economic situation remains difficult. But sub-Saharan Africa
may have reached a turning point. The incipient improvements need
to be nursed assiduously if the recent gains are to be translated into
sustained growth.

Experience and research demonstrate that trade liberalization is a
critical element in a growth strategy. As part of the effort to address
trade issues in Africa, the IMF in collaboration with the African Eco-
nomic Research Consortium {AERC), conducted a seminar on Trade
Reform and Regional Integration in Africa in Washington in early De-
cember 1997. The event provided an important opportunity to gov-
ernment officials, academics, and representatives from multilateral
and regional agencies to exchange views on the complex issues relat-
ing to trade reform and regionalism in Africa. This volume brings to-
gether papers presented during the seminar. They cover a range of im-
portant issues, including the role of trade liberalization in promoting
sustained growth, interdependence of trade and macroeconomic poli-
cies, impediments to effective trade reforms, and steps needed to ac-
celerate trade reform in Africa. The role that regional interaction can
play in supporting trade reform is also covered extensively.

What emerges from these papers, and the ensuing seminar discus-
sions, is a clear consensus that trade liberalization is essential if African
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countries are to take advantage of globalization. Combining forces
with similarly placed African countries through the formation of ap-
propriate regional trading arrangements can lead to faster liberaliza-
tion and can reduce vulnerability to external shocks.

STANLEY FISCHER
First Deputy Managing Director
International Monetary Fund
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List of Abbreviations

Several African regional organizations have abbreviations based on
their proper French names; however, the commonly used English
translations of the names are given here.

AEC
AERC
BEAC
CFA
CBI
CEAO
COMESA
ECA
ECCAS
ECOWAS
EFF
ESAF
EU

FDI
FTA
GATT
IMF
MFA
NAFTA
NTBs
QAU
OECD

IPTA
ORs
sACU
SADC
SADCC

SAF
SAP
UEMOA

African Economic Community

African Economic Research Consortium

Central African Monetary Union

Communauté francophone d’Afrique

Cross-Border Initiative

Central African Economic Community

Common Market for Eastern and Southern Africa

Economic Commission for Africa

Economic Community of Central African States

Economic Community of West African States

Extended Fund Facility

Enhanced Structural Adjustment Facility

European Union

Foreign direct investment

Free trade area

General Agreement on Tariffs and Trade

International Monetary Fund

Multifiber Arrangement

North American Free Trade Agreement

Nontariff barriers

Organization of African Unity

Organization for Economic Cooperation and
Development

Preferential trade area

Quantitative restrictions

Southern African Customs Union

Southern African Development Community

Southern African Development Ceordination
Conference

Structural Adjustment Facility

Structural Adjustment Program

West African Economic and Monetary Union



X List of Abbreviations

UDEAC Central African Economic and Customs Union

UNCTAD United Nations Conference on Trade and
Development

VAT Value-added tax

WTO World Trade Organization



Contents

Preface

Stanley Fischer

Acknowledgment

List of Abbreviations

1

Part 1.

10

Opening Address
Alassane Ouattara

Trade Reforms and Regional Integration—
An Overview
Zubair Igbal and Mohsin S. Khan

Trade Reform, Macroeconomic Adjustment,
and Growth

Trade Liberalization
Michael Mussa

Trade Liberalization in Sub-Saharan Africa
Robert Sharer

The Revenue Implications of Trade Liberalization
Liam P. Ebrill and Janet G. Stotsky

Globalization: Implications for Africa
Paul Collier

Why Is Trade Reform So Difficult in Africa?
Dani Rodrik

Africa’s Role in Multilateral Trade Negotiations:
Past and Future
Zhen Kun Wang and L. Alan Winters

Trade and Growth in Sub-Saharan Africa
Benno J. Ndulu and Njuguna S. Ndung'u

Africa: Industrialization Strategy in the Context
of Globalization
Charles Chukwuma Soludo

Xi

Page

\'A

p.

"~

ek
> IO\
N [o)}

—
N



xii

Contents

Part II. Regional Integration in Africa

11 Regional Integration: Lessons from Asia
and the Western Hemisphere
Gary Hufbauer and Barbara Kotschwar

12 Trade Policy and Regional Integration
in Sub-Saharan Africa
Ademola Oyejide

13 Beyond Trade: Regional Arrangements
as a Window on Globalization
Christian A. Frangois and Arvind Subramanian

14 Regional Integration, Trade, and Foreign Direct
Investment in Sub-Saharan Africa

Ibrahim A. Elbadawi and Francis M. Mwega
15 Sub-Saharan African Experiences
with Regional Integration
Ernest Aryeetey
16 Regional Integration Arrangements in

Southern Africa: SADC and SACU
Trudi Hartzenberg and Gavin Maasdorp

17 Regional Trade Arrangements:
The COMESA Experience
Louis A. Kasekende and Charles A. Abuka

18 The Role of ECOWAS in Trade Liberalization
Charles D. Jebuni

List of Participants

327

341

361

369

395

432

462

489
507

The following symbols have been used in this book:
to indicate that data are not available;

- between years or months (e.g., 1995-96 or January-June) to indi-
cate the years or months covered, including the beginning and
ending years or months; and

/  between years (e.g., 1996/97) to indicate a fiscal (financial) year.
“Billion” means a thousand million.
Dollars are U.S. dollars.

Minor discrepancies between constituent figures and totals are due to
rounding.




Opening Address 1

Alassane D. Quattara

It is a great pleasure for me to welcome you all to this seminar on
Trade Reforms and Regional Integration in Africa, sponsored jointly
by the International Monetary Fund and the African Economic Re-
search Consortium (AERC).

The topic of the seminar is central to today’s African development
paradigm. That so many ministers, senior officials from member coun-
tries and multilateral institutions, and academics have taken time from
their busy schedules to attend this seminar obviously attests to the im-
portance that issues related to trade reforms and regional integration
have for Africa both now and in the future.

As you are all aware, trade liberalization has long been of major in-
terest to the IMF. We see trade liberalization as an engine of growth,
one that must be an integral part of comprehensive adjustment and re-
form programs. We are therefore encouraged to note Africa’s progress
in this area during the past decade, but we are also well aware that
much more needs to be done. This is why we welcome the greater de-
gree of interest in trade reforms, which has come about partly at the
initiative of the Group of Seven countries, and partly as a result of the
general trend toward market-friendly approaches across Africa. There
is no question that opening up further their economies will enable
African countries to take advantage fully of the globalization process.

We will also be discussing regional arrangements in the seminar,
and here too there is a considerable interest for several reasons. First,
regional cooperation is increasing. [ have in mind the increased coor-
dination within the West African Economic and Monetary Unton, for
example, and the implementation of the Cross-Border Initiative. Sec-
ond, the prospective renewal of the Lomé Convention provides a
powerful incentive to consider the role of regional arrangements.
Third, regional arrangements can provide the impetus for trade liber-
alization, as well as mutual support to their members in their reform
efforts, and can assist African economies to face the challenges of a
globalized environment.

Of course, the beneficial effects of trade liberalization and regional
integration presuppose the continued implementation of accelerated
structural reforms within the framework of macroeconomic stability.

1



2 Alassane D. QOuattara

Africa has already made important progress in this regard, which has
led to a reduction in inflation, a decline in internal and external imbal-
ances, and a pick up in per capita growth in many countries.

We are particularly pleased to have the AERC as the cosponsor of this
seminar. | am sure Benno Ndulu, executive director of the AERC, will
tell you more about what the AERC is doing. Let me just say that I think
it is the premier organization supporting policy-oriented research in
sub-Saharan Africa. Its success has made it a model] that is being emu-
lated in other parts of the developing world. The quantity and quality
of macroeconomic research in Africa have risen markedly as a direct re-
sult of the AERC. We will see some of the best of this research in the pa-
pers being presented here by AERC-affiliated economists.

The IMF has had a long association with the AERC. Mohsin Khan
was involved in the discussions among donors, foundations, policy-
makers, and researchers in Africa in the late 1980s that led to the cre-
ation of the AERC. Since the formal establishment of the AERC in 1989,
we have had IMF staff participate regularly as resource persons in the
semiannual AERC workshops. The IMF has also had an arrangement
with the AERC by which a number of AERC-supported researchers
visit us for short periods of time. This program—known as the IMF-
AERC Visiting Scholars Program—provides opportunities for AERC
researchers to work and interact with IMF staff. Since May 1994, when
the program was initiated, some 40 African researchers—and many of
them at this seminar—have visited the IMF Headquarters. We believe
this program has been a major success, and we certainly intend te con-
tinue with it. More generally, the IMF will try to provide the AERC
with the necessary support to help further its mission to create a
broadly based community of economic scholars and a culture of eco-
nomic schelarship in Africa. Everyone—the governments in the re-
gion, multilateral institutions, donor countries, and the economics pro-
fession—stands to gain if the AERC achieves its goals.

Coming back to the seminar we have organized, [ believe that there
are several critical questions that need to be addressed. These include:

* What is the analytical basis for the proposals for trade reforms

and regional arrangements?

* How can regional trade arrangements help facilitate progress to-

ward nondiscriminatory, multilateral liberalization?

¢ What have African countries achieved in these areas to date?

+ What remains to do, and how best can it be done?

I hope the arguments we will hear in the seminar will help us iden-
tify the directions that policymakers like you, as well as the IMF and
other multilateral agencies, need to take. In conclusion, I trust you will
find the seminar both interesting and productive. And [ want to thank
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all of you for making the effort to attend. I hope that soon we will be
discussing the liberalization of capital movements in Africa as coun-
tries accept the proposed amendment to the IMF Articles of Agree-
ment. Then Africa will reap the full benefits of the globalization of in-
ternational goods and financial markets.



Trade Reforms and Regional 2
Integration—An Overview

Zubair Iqbal and Mohsin §. Khan

During the past few years, economic performance in sub-Saharan
Africa has improved significantly. Growth of real GDP has picked up,
inflation has moderated, and fiscal and external current account im-
balances have contracted. The external debt situation started to im-
prove, access to international capital markets was restored for some
African countries, and the HIPC Debt Initiative was put into effect to
address the excessive debt burden faced by a number of the countries
in the region. These improvements in economic performance appear to
have resulted mainly from strengthened policies rather than from fa-
vorable external developments such as terms of trade gains or in-
creases in foreign economic assistance.! Nor did Africa benefit from
better weather conditions, which were basically unchanged in the
1990s. In conjunction with macroeconomic stabilization, there have
been concerted structural reforms in many African countries, includ-
ing domestic price decontrels, public sector reforms and privatization,
progress toward the introduction of market-based interest rates, ratio-
nalization of exchange rate and payments pelicies, and trade liberal-
ization initiatives.

Although a clear break with the past is discernable, the overall eco-
nomic outlook for sub-Saharan Africa remains difficult. Domestic sav-
ing and capital formation continue to be low relative to other devel-
oping regions. Only a few countries have been able to attract
substantial private foreign capitai, while official flows have declined.
Moreover, output remains concentrated in a few primary products that
are highly sensitive to weather conditions and terms of trade develop-
ments. In the period ahead, sub-Saharan Africa will encounter several
challenges that will, unless addressed urgently and comprehensively,
militate against sustaining the recent economic turnaround. More
specifically, it will be necessary to raise investment rates and
strengthen the economic environment by pursuing appropriate macro-
economic and structural policies and establishing an appropriate

'S. Fischer, E. Hernandez-Cata, and M. Khan, “Africa: Is This the Turning Point?” (paper
presented at the American Economic Association Meeting, Chicago, May 1998},

4



2 * An Overview 5

institutional framework to raise productivity in a sustainable fashion
so that Africa can effectively participate in, and benefit from, the on-
going globalization. An important element of such transformation will
be the liberalization of the generally restrictive trade regimes in sub-
Saharan African countries.

To discuss the role of trade liberalization in the African context, the
IME, in collaboration with the African Economic Research Consortium
{AERC), held from December 1 {0 3, 1997, a seminar on Trade Reforms
and Regional Integration for high-level officials from selected African
countries, regional and multilateral organizations, and academics.
This volume consists of papers presented at the seminar. They have
been grouped into two broad areas, covering: (1) trade liberalization,
including its role in promoting sustained growth, interdependence of
trade and macroeconcmic policies, impediments to effective trade re-
forms, and steps needed to speed up trade policy reform in Africa to
accelerate the integration of African countries into the world economy;
and (2) experience with regional integration in Africa and the role that
regional trade arrangements can play in facilitating trade reform. This
chapter summarizes the thrust of discussions and highlights the broad
conclusions reached at the seminar.

Trade Reform, Macroeconomic Adjustment,
and Growth

Part [ of the book consists of 10 papers analyzing the linkage be-
tween trade reform, macroeconomic adjustment, and growth and its
application to sub-Saharan Africa. In his paper, “Trade Liberalization,”
Mussa emphasizes that distorted trade regimes operate as impedi-
ments to both macroeconomic reform and structural adjustment. Trade
reform can contribute importantly to improving the efficiency of re-
source allocation, reducing the anti-export bias of the economy and ex-
posing it to competition, promoting realistic exchange rates and bal-
ance of payments adjustment, spurring investment, and diversifying
the economy, thereby promoting growth. However, trade reform in
turn cannot function as an agent of growth in the absence of comple-
mentary prudent macroeconomic and structural policies. In fact,
Mussa contends that reversals of trade liberalization were more com-
monly associated with poor macroeconomic policies than with any
other factor, including power of protectionist interests. Inappropriate
fiscal, monetary, and exchange rate policies constrain the ability of eco-
nomic agents to compete abroad and thus intensify protectionist pres-
sures. To be effective, trade liberalization must be bold and sustained,
with the consistency and credibility of the reform being more impor-
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tant than the size of the reduction in trade barriers. Moreover, trade re-
forms should be appropriately sequenced in concert with macroeco-
nomic policy reform. At the outset, quantitative restrictions (QRs)
should be converted into tariffs, foliowed by a reduction in the range
of tariffs to simplify the tariff structure, broadening of the tax base, and
lowering of the average level of tariffs. Experience suggests that major
trade reforms are easier to initiate and sustain when accompanied by
an improvement of the fiscal position and a real exchange depreciation
to avoid adverse balance of payments effects. Ideally, adjustment pro-
grams should integrate trade policy with fiscal and exchange policies
while adhering to a medium-term trade reform strategy with clearly
established short- and medium-term goals.

Although progress has been made, trade regimes of countries in
sub-Saharan Africa remain more restrictive than other regions. There-
fore, early and durable trade reform would be helpful in sustaining
growth. Mussa proposes a five-year, two-stage approach to trade re-
form supported by appropriate macroeconomic policies for African
countries. In the first stage, QRs will be removed; in the second stage,
tariff rates and bands could be reduced. Given the narrow industrial
base, supply responses will be somewhat more sluggish than in other
regions, but pressures to protect “infant industries” should be resisted.
Moreover, the fiscal impact of trade liberalization may be negative, re-
quiring a careful consideration of the manner and speed of reforms.
Additional macroeconomic actions might be needed to minimize pos-
sible short-run adverse effects on the external and fiscal positions. In
the context of regional integration, Mussa argues for larger countries
in the arrangement to undertake a more ambitious trade reform pro-
gram in order to bring along the entire region.

Sharer, in his paper, “Trade Liberalization in Sub-Saharan Africa,”
reviews the role of trade reforms in IMF-supported adjustment pro-
grams in 14 countries of sub-Saharan Africa and compares their per-
formance with that of 14 countries in Asia, Eastern Europe, the Mid-
dle East, and the Western Hemisphere. Although there was a marked
reduction in the restrictiveness of trade regimes in sub-Saharan
Africa, the paper concludes that the appropriate degree and pace of
trade reform depend crucially on country-specific circumstances.
Progress toward an open trade regime is affected, inter alia, by the ini-
tial degree of restrictiveness of the trade system, the country’s admin-
istrative capacity, and the real or perceived short-term adjustment
costs. The experience of the "best practices” countries shows that
trade reform should be viewed as a medium- to long-term process,
hence the importance of well-specified and comprehensive medium-
term program targets for trade reforms. The paper points out that
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fiscal considerations were the main factor having influenced trade re-
form objectives, even though there was no direct relationship between
the strength of trade reforms, achievements, and countries’ initial fis-
cal circumstances.

Ebrill and Stotsky, in their paper, “The Revenue Implications of
Trade Liberalization,” argue that the revenue effects of trade reform
depend upon a number of factors, including the nature of existing bar-
riers to trade, the sequencing of reforms, the extent to which improve-
ments are made in tax structure and tax and custorms administrations,
supporting macroeconomic policies, and other economic adjustments.
Reforms that would be expected to have a positive revenue effect in-
clude the tariffication of QRs, the reduction or elimination of exemp-
tions, reduced incentives for smuggling through lower tariff rates, and
increased minimum tariff rates. In addition, increased customs rev-
enues could be the consequence of improved customs administration
as well as increased imports, which could be the outcome of devalua-
tion, higher growth, and generalized liberalization. The authors em-
phasize that theoretical predictions are ambiguous, while empirical
evidence also suggests that a variety of outcomes is possible. There-
fore, reforms need to be crafted to avoid negative revenue effects. The
negative fiscal impact could be minimized by a proper sequencing of
reforms and a concurrent broadening of the domestic revenue base.
Therefore, the possible negative revenue effects should not be used as
a justification for slowing down or postponing trade liberalization.
Ebrill and Stotsky note that, even though the process of reducing re-
liance on trade taxes has been slow in many African countries, over the
long run the share of trade taxes in total government revenues is likely
to decline. It is important that sub-Saharan African countries follow
the “best practices” in the tax and tariff systems, which generally con-
form to the results of optimal tax theory; that is, they cause a minimum
of distortions in the allocation of resources, are equitable, and are rela-
tively easy to administer. Such an approach implies a minimal depen-
dence on taxes on international trade.

Analyzing factors militating against actual and potential gains from
globalization for Africa, Collier in his paper, “Globalization: Implica-
tions for Africa,” places much of the blame on the present policy envi-
ronment. Although inadequate trade and exchange rate policies con-
tinue to be central, their negative effects on Africa’s ability to benefit
from a more open world economy may have been compounded by do-
mestic policies that have increased the “transactions costs” of doing
business in Africa and have added to perceived political risks for in-
vestment. In particular, transactions costs are high because of high
transport costs, difficulties in contract enforcement, ineffective judicial
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infrastructure, the high cost of information, and the poor quality of
ancillary public services. The high transactions costs have had nega-
tive implications for comparative advantage and may have discour-
aged inflows of portfolio capital and encouraged capital flight. They
have also weakened the transition from primary to manufacturing and
financial services, which are transactions-intensive activities. African
firms face more risks and yet make the least use of risk management
financial instruments. In addition, the high political risk derives from
the credibility problem, that is, the fear of policy reversal, especially
with regard to macroeconomic policy, investor rights, and trade
policies. Maintenance of good policies in these areas during a period
of time will overcome the credibility problem. In this context, Collier
recommends that “agencies of restraint,”which force governments to
be “locked in” to policy reforms either by building penalties against
policy slippages or by shedding authority, should be created to reduce
political risks. These agencies of restraint include not only donor
conditionality but also, and more important, domestic agencies such as
independent central banks, cash budget, capital account convertibility,
public insurance agencies, credit syndications, and investment
charters.

In his paper, “Why Is Trade Reform So Difficult in Africa?” Rodrik
argues that although there is a broad consensus on what constitutes a
reasonable strategy of trade liberalization for Africa, it has been diffi-
cult for a number of reasons to implement the strategy. In particular,
distributional issues, especially the likely adverse effects on groups
with vested interests, have tended to discourage trade reform. More-
over, incomplete information about the losses and gains of policy re-
form has tended to generate political inertia and resistance to change.
Other elements that supplement distribution issues in explaining the
pervasive feature of resistance to trade reform include the institutional
weaknesses of African countries that highlight the dynamic inconsis-
tency of policymaking across Africa and amplify the lack of credible
commitment to policies. Meaningful trade reform will require mecha-
nisms to deal with redistributive conflict, such as those undertaken in
Mauritius through the establishment of export zones. At the same
time, the credibility of commitments to policies should be increased
through the strengthening of agencies of restraint. Therefore, advocacy
of reform has to be complemented with a clearer understanding of the
real political challenges that have to be encountered through appro-
priate political action. Rodrik concludes that there is no substitute for
creative political leadership in identifying and exploiting the opportu-
nities that difficult times present. Therefore, technical advice should be
supplemented with help on political strategies.
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Reflecting inward-looking trade policies and narrowly defined
product structures, the African economies have become increasingly
less visible in global trade flows and have had little involvement in the
various rounds of global trade liberalization. In this regard, Wang and
Winters, in their paper, “Africa’s Role in Multilateral Trade Negotia-
tions: Past and Future,” reaffirm the view that African economies need
to open up to world trade by participating more actively in multilat-
eral trade negotiations, which would help stimulate their growth,
Under the Uruguay Round, these economies undertook rather little
liberalization and in return received fewer benefits than other devel-
oping regions. However, they still emerged from it facing fewer or
lower trade barriers than others. In the period ahead, they should play
a more active role in muiltilateral trade negotiations, which will require
improvements in domestic resource allocation and enhanced effi-
ciency so that they could offer suitable reciprocal concessions in return
for liberalization of access to their exports. This policy stance would
benefit from accelerating the unilateral trade reforms. The authors
argue that preferences are not a constructive way of pursuing long-run
integration with the global economy. Instead, African countries should
use their negotiating rights to achieve unfettered access to markets on
a sound most-favored-nation (MFN) basis. Presently they stand at risk
of not being sufficiently involved in the negotiations to liberalize
telecommunications and financial services in which they have high
stakes.

In their paper, “Trade and Growth in Sub-Saharan Africa,” Ndulu
and Ndung'u demonstrate empirically that trade openness, higher in-
vestment, and appropriate macroeconomic policies have a positive ef-
fect on real income growth. Openness to trade and international fi-
nance facilitate the effectiveness of investment and macroeconomic
conditions that are conducive to growth. They distinguish three chan-
nels of how trade influences growth: (1) the efficiency-enhancing ad-
vantages of a more open trade regime; (2) improved incentives for pro-
duction of exportables and reduction of the high transactions costs
associated with import barriers; and (3) reduction in explicit and im-
plicit barriers to export or outward orientation of production. The in-
crease in the share of exports—a proxy for openness—was found to be
positively related to growth. Also, the authors find that strong growth
has in turn had an influence on trade performance that facilitates the
“virtuous cycle” of liberalization and growth. On the basis of these re-
sults, they argue that Africa’s marginalization in world trade will be
ended only if conditions are created for improved growth. Therefore,
trade-enhancing policies matter because they enhance the effective-
ness of macroeconomic policies and thus growth. However, the au-
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thors stress that the excessive external debt burden of many countries
in sub-Saharan Africa—which crowds out domestic expenditures on
building productive capacity and infrastructure—has tended to inhibit
trade liberalization. Moreover, the underdeveloped state of human
capital would make it difficult to absorb technology following the
opening up of trade and capital flows, which is essential to benefit
from liberalization. Moreover, binding commitments to a more open
economy are critical.

Building upon the theme of trade liberalization and growth, Seludo,
in his paper, “Africa: Industrialization Strategy in the Context of Glob-
alization,” stresses that unlike in the past, when interventionist
regimes could spur export-led growth, African economies would need
to industrialize without the benefits of preferential and differential
treatment or protective and interventionist trade regimes. Tracing the
history of attempts at industrialization in Africa, Soludo notes that the
import-substituting industrialization (ISI) strategy failed because of
excessive protection and the absence of performance-based criteria for
incentives. The subsequent liberalization towards a "“neutral” trade
regime could not be sustained, owing to its perceived incompatibility
with the goals of balance of payments and fiscal viability. Thus, inad-
equate policies combined with the poor infrastructure, limited domes-
tic markets, and poor institutional capacity to manage the economy
caused industrial stagnation and persistence of low competitiveness.
Soludo, therefore, calls for a shift in the industrialization strategy for
Africa to be in consonance with the ongoing globalization. The private
sector and private investment would serve as pillars of such a strategy.
These should be supported by appropriate trade policy along with an
outward orientation in conjunction with a competitive exchange rate.
Export promotion should be associated with import liberalization in a
sequential fashion. Soludo would expect regional integration to play
an important role in this strategy, not only by providing an expanded
regional market, but also by strengthening the bargaining power of
African countries. Finally, this strategy would call for open global mar-
kets for African exports and support in developing the needed infra-
structure in African countries.

Regional Integration in Africa

Successful regional integration, specifically one that has a net trade-
creating effect, entails 2 number of restrictive preconditions, many of
which are presently lacking in sub-Szharan Africa. Moreover, effective
regional integration presupposes effective multilateral trade reform
and a focus on promoting progress to multilateralism. Part II of the
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book consists of papers on regional integration as a vehicle for trade
liberalization, prerequisites for regional trading arrangements to facil-
itate globalization, experience with regional integration in Africa, and
the future outlook in the context of trade reform.

Hufbauer and Kotschwar, in their paper, “Regional Integration:
Lessons from Asia and the Western Hemisphere,” describe the precon-
ditions for efficient regional integration arrangements that can serve as
a means to further developing countries’ economic liberalization pro-
grams and to facilitate their integration into the global economy. They
argue that, if effected in a manner that reduces barriers and liberalizes
trade among members, such arrangements can also serve as a mecha-
nism to “lock in” domestically implemented liberalization measures.
The authors identify 12 steps for successful regional integration. In
particular, they emphasize that regional trading initiatives should be
seen as an extension of domestic reform, which in turn should be an-
chored in macroeconomic stability. Countries should either be adjacent
or should have a high volume of trade with each other and should
have unambiguous commitment to regional integration. It is impor-
tant to keep the approach simple, and the starting point for integration
should be the elimination of tariffs and quotas so that basic liberaliza-
tion can be effected, leaving the more complex issues to be tackled in
due course. The success of an arrangement also depends critically on
the commitment of the large countries of the region, which should not
only lead but also take care of the smaller economies. Moreover, a
piecemeal approach along sectoral lines should be avoided and a level
of integration that is easier to manage should be chosen. Finally, Huf-
bauer and Kotschwar stress that the private sector should be actively
involved in the decision-making process of regional integration.

In his paper, “Trade Policy and Regional Integration in Sub-Saharan
Africa,” Oyejide explores the scope that exists for the regional integra-
tion schemes in sub-Saharan Africa to serve as vehicles for more effec-
tive trade policy, which could help circumvent the constraints imposed
by small domestic markets and promote industrialization. His assess-
ment is that, owing to a number of constraints, the membership of a re-
gional integration arrangement has been the least significant stimulus
for trade liberalization. Instead, effective trade liberalization has been
largely initiated and stimulated by structural adjustment programs
supported by the IMF and the World Bank. The author nonetheless
emphasizes that given the implications of size, scale effects, and
spillover effects, trade policy in sub-Saharan Africa should feature a
regional approach because apart from providing a larger market, re-
gional integration could facilitate policy harmonization and act as an
“agency of restraint,” provide credibility to regional security, and en-
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sure the coordination of negotiating positions, which could enhance
bargaining power.

Frangois and Subramanian, in their paper, “Beyond Trade: Regional
Arrangements as a Window on Globalization,” discuss how regional
integration in Africa can facilitate orderly progress toward globaliza-
tion. They argue that regional arrangements can be an important prac-
tical vehicle for helping African countries integrate themselves into the
world economy, provided appropriate regional integration strategies
are implemented. Such strategies should encompass not only effective
trade liberalization but also ensure macroeconomic stability, structural
reforms, and policy credibility. Thus, government intervention should
be in support of, rather than a substitute for, private sector activity. The
regional approach, which would facilitate globalization, would require
nurturing domestic and regional institutions, promote the transmis-
sion of regional “demonstration effects,” and facilitate effective re-
gional infrastructure networks. Equally important, the authors con-
tend, is to avoid a plethora of overlapping, even conflicting regional
initiatives, and overbureaucratization. There is also a need to address
the Jack of political will to make tough decisions on resource allocation
and income distribution.

The paper by Elbadawi and Mwega, “Regicnal Integration, Trade,
and Foreign Direct Investment in Sub-Saharan Africa,” traces the pos-
sible beneficial effect of regional integration on foreign direct invest-
ment (FDI) in the region by providing an expanded market and policy
credibility. FDI is assumed to be influenced by variables such as basic
“fundamentals,” including profitability of FDI, the state of macroeco-
nomic policy as proxied by the real exchange rate and the fiscal deficit,
pablic sector investment, external shocks such as terms of trade devel-
opments and the external debt burden, and risks associated with the
sociopolitical environment such as the quality of institutions. These
factors are then tested empirically using panel data regressions of a be-
havioral model of FDI that also accounts for the effects of regional in-
tegration schemes. The paper concludes that regional integration
schemes in sub-Saharan Africa have, by and large, had little impact,
not only on intraregional trade but also on FDI.

The next four papers focus on forces spurring the growth of regional
integration in sub-Saharan Africa and their effectiveness in promoting
growth and progress toward globalization. Aryeetey, in his paper,
“Sub-Saharan African Experiences with Regional Integration,” pre-
sents an overview of factors underlying the proliferation of regional
arrangements, considers experience with such institutions, and sheds
light on what can and should be achieved with regional integration in
the period ahead. He argues that regional integration has been driven
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by the quest for industrialization and for the benefits of the dynamic
efficiency gains. In the event, there has been some improvement in in-
traregional trade flows, but very little progress has been made toward
integrated infrastructural development despite potential for very high
benefits. Aryeetey cites a variety of reasons for the limited success of
regional integration in Africa. These include multiple objectives, ab-
sence of strong supranational institutions, difficulties in implementing
harmonization provisions, lack of political commitment, and inequali-
ties in the distribution of gains from integration. For the period ahead,
he stresses that there should be less focus on the mode of integration
and more emphasis on how to effectively use the available institu-
tional structure to attract investments and thus accelerate growth in
the region. There was a greater need for regicnal collaboration on pri-
vate capital flows, infrastructural development, industrial policy, ef-
fective compensation mechanisms, and cocperation in international
negotiations.

The other three papers—by Hartzenberg and Maasdorp, “Regicnal
Integration Arrangements in Southern Africa: SADC and SACU”;
Kasekende and Abuka, “Regional Trade Arrangements: The COMESA
Experience”; and Jebuni, “The Role of ECOWAS in Trade Liberaliza-
tion”—evaluate the experience of specific regional arrangements in
sub-Saharan Africa. The mixed results of these arrangements are at-
tributable to a number of factors that have also been cited by Aryeetey,
including the proliferation of such arrangements, potentially conflict-
ing objectives, generally weak commitment of members to the integra-
tion schemes’ objectives, and limited administrative resources. More-
over, the absence of an active private sector to take advantage of the
expanded regional markets also appears to have been a factor. How-
ever, Hartzenberg and Maasdorp note that the Southern Africa Cus-
toms Union (SACU) has been an exception; its success lay largely in
national liberalization and adjustment, the dominant role of the pri-
vate sector in benefiting from liberalized intraregional trade, and the
low “transactions costs” on account of an effective physical and insti-
tutional infrastructure.

Concluding Remarks

In broad terms, seven conclusions emerged from the discussions
during the seminar. First, despite considerable progress in trade liber-
alization, the trade systems of many sub-Saharan African countries re-
main quite restrictive and could benefit from further reforms. To be ef-
fective, trade liberalization should be bold and sustained and
complemented by prudent macroeconomic policies and structural re-
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forms. Consistency and credibility of the reform program are more im-
portant than simply the size of reduction in trade restrictions. Reform
measures should be appropriately sequenced. At the outset, QRs
should be converted into tariffs, followed by a reduction in the range
of tariffs to simplify the tariff structure, broadening of the tax base, and
lowering of the average level of tariffs.

Second, macroeconomic stability is critical to the success of trade lib-
eralization. Much of the successful trade liberalization in Africa has
been initiated and spurred by the implementation of comprehensive
adjustment programs on a unilateral basis. Inappropriate fiscal, mone-
tary, and exchange rate policies could constrain the ability of econemic
agents to compete abroad and thus intensify protectionist pressures
domestically. Tighter domestic demand management and appropriate
exchange rate adjustments to ensure the desired real depreciation may
be needed to protect against the short-run adverse balance of payments
effects of liberalization. The possible negative fiscal impact of trade lib-
eralization could be minimized by a proper sequencing of reforms and
a concurrent broadening of the domestic revenue base. The removal of
exchange and other controls, along with tariff reforms, can be an effec-
tive mechanism to ensure a positive fiscal effect.

Third, trade liberalization in sub-Saharan Africa has been con-
strained, in part, by structural distortions that have raised transactions
costs for economic agents and impeded effective resource allocation
and globalization. Such distortions have not only kept African exports
narrowly focused on raw materials, but have also encouraged capital
outflows, The high transactions costs, reflecting inadequate transport,
information, and communications infrastructure, weak contract en-
forcement, and ineffective judicial infrastructure also appear to have
impeded industrial growth and encouraged protectionist policies.
Structural reforms, therefore, must accompany liberalization. These re-
forms should address the underdeveloped financial sector, inappro-
priate relative prices, labor market rigidities, inconsistent domestic in-
centives policies, and capital market controls, so that an efficient
private sector could develop. Reforms should be locked in and institu-
tions should develop to act as instruments of restraint against pelicy
slippages.

Fourth, the modified approach toward regionalism should be fo-
cused on reducing transactions costs and strengthening agencies of re-
straint. The IMF and the World Bank could promote trade-liberalizing
strategies as part of their overall programs of structural adjustment
that would facilitate a positive approach to regional cooperation.

Fifth, given the limited room for intraregional trade, integration
schemes should be considered as a step toward glebalization. Properly
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crafted regional integration schemes can play an important role in fa-
cilitating Africa’s orderly transition to a relatively free multilateral
trade environment. However, a number of preconditions will have to
be created before regional integration can have a net trade-creating ef-
fect. To be effective, regional arrangements should be recast to focus on
a few mutually complimentary objectives supported by steps to allow
the beneficial resource allocation aspects of trade liberalization to take
hold. Moreover, the private sector should be encouraged to take ad-
vantage of the expanded regional markets.

Sixth, Africa should more actively participate in multilateral trade
negotiations to ensure long-term gains from the opening up of global
markets.

Seventh, the politically difficult efforts at trade reform being made
in Africa should be reciprocated by bold measures by industrial ccun-
tries to ease access of African exports to their economies.
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The Road to Uruguay

Before Uruguay: Growing Liberalization

During the 1960s and the 1970s, industrial countries increasingly
adopted trade liberalization. The General Agreement on Tariffs and
Trade (GATT} provided them with a framework for a more coordi-
nated multilateral liberalization of trade; successive GATT rounds of
negotiations reduced tariffs and QRs among them. From the first
round of multilateral talks to the close of the Tokyo Round in 1979, the
average tariff on manufacturing in the major industrial countries was
reduced from 40 percent to between 6 and 8 percent. In contrast, many
developing countries, in their efforts to medernize, pursued inward-
looking strategies, adopting “infant industry” support of nascent
industries, and “import substitution” for the development of domes-
tic industry. As part of this inward-looking strategy, tariffs, quota, and
exchange and payments restrictions in many developing countries
were increased.

Meanwhile, theoretical and empirical evidence mounted on the
costs of protection to develop intellectual support for trade liberaliza-
tion. The costs of import substitution as well as the benefits of out-
ward-oriented development strategies, emphasizing development of
competitive export sectors, was demonstrated by the success of the
fast-growing countries of the Pacific Rim, which became increasingly
visible by the early 1980s. Rapid growth in output and trade and effi-
cient industrialization came to be associated with these outward-ori-
ented policies. The gains from outward-looking strategies were clearly
determined to outweigh the costs of protection. During the 1980s, the
weight of this evidence began to be felt on policy in many other
developing countries. The process of unilateral liberalization of trade
regimes was begun in many of them in the context of comprehensive
adjustment programs, often supported by the IMF and the World
Bank.

World trade has expanded rapidly during the past three decades in
response to this increasing acceptance of openness by countries, as
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well as decreasing transport and information costs; growth in world
trade has far exceeded that in world production. The composition of
trade has also changed substantially as developing countries have
begun to exploit opportunities for technological improvement. The
volume of intra-industry trade also expanded rapidly, allowing vari-
ous stages of manufacturing to be located in different countries, This
“slicing of the value-added chain” opened up many new opportunities
for all countries as more flexible criteria for the location of industry
were made possible by advancing technology.

There were, however, some developments that raised concerns
about the forward momentum for further liberalization of the world
trading system:

* First, negotiations for the Uruguay Round (1986-93} were pro-

tracted, with their successful conclusions sometimes in doubt.

* Second, regionalism, which had not been in vogue since the
1960s, reemerged. While frustration with the multilateral process
was a factor, the political and economic imperatives of the re-
gional partners were an additional motive. Fears of the emergence
of warring trade blocs added to prevailing uncertainties, but no
serious regional conflicts occurred.

* Third, protectionist pressures and trade frictions escalated in
some areas as growth slowed and unemployment increased in
major trading nations. Delays in concluding the Uruguay Round,
and new competitive challenges emanating from globalization
and the dynamic trade performance of some developing and tran-
sition econemies, increased the demand for protection and retal-
latory trade measures. Resort to bilateral and unilateral ap-
proaches to trade disputes intensified at the same time as disputes
brought to the GATT also increased. Notwithstanding increasing
trade frictions and a number of specific actions, however, resort te
nontariff measures did not increase on balance in industrial coun-
tries. Nonetheless, subsidies remained high, voluntary export re-
straints (VER) continued, and increasing attention was given to
the efficacy of setting import targets (i.e., “voluntary import ex-
pansions”or VIEs). Increased use of trade remedy laws, especially
antidumping ones, as an instrument of protection was also seen,
and it spread to developing countries event while they liberalized
their trade in other respects.

¢ Fourth, as a more dynamic notion of comparative advantage
emerged from growing and more flexible arrangements for trade,
trade policy was interpreted more widely to include broader pol-
icy objectives—for example, competition pelicy and better envi-
ronment and labor standards. These issues began to receive at-
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tention in national and international forums and were viewed as
a possible backdoor means for protectionism.

The Uruguay Round

The successful conclusion of the Uruguay Round toward the end of
1993 helped to restore the credibility of the muitilateral trading system,
as well as significantly increase the scope and breadth of coverage of
the issues by the multinational trade negotiations. Significant progress
was made in three major areas:

* Significant market liberalization was achieved, which according
to preliminary estimates is expected to add approximately 1 per-
cent to world real GDP and 12 percent to world trade upon full
implementation of the agreement,

* Rules and institutional structures were strengthened, particularly
with the creation of the World Trade Organization (WTO), de-
signed for better adjudication of disputes and more efficient sur-
veillance over trade as well as unilateral and bilateral approaches
outside the multilateral system,

* New areas {e.g., agreements on services and trade-related intel-
lectual property rights, or TRIPs, and the traditional “sensitive”
sectors, agriculture, textiles, and clothing} were integrated into
the multilateral trading system.

The last element may well be the most remarkable achievement,
given the history of the Multifiber Arrangement (MFA), failure of past
attempts to bring agriculture under multilateral disciplines, and the
North-South differences over TRIPs and services.

As can be expected, there remain several areas of concern that will
hopefully be ironed cut in the course of implementation. For example,
transition periods te liberalization of key sectors such as textiles may
be too long; liberalization of agriculture may not be sufficient, or it
may result in higher food prices; and the inclusion of TRIPs may make
essentials like drugs more expensive for the poor countries. Imple-
mentation of the agreement may also involve transitional costs in spe-
cific areas for some countries and benefits for others. It is expected that
the round will in general be beneficial for all countries and that, where
adjustments are required, the implementation period will be fairly
long to allow a gradual transition. Two important types of transition
costs have been identified for some developing countries: those arising
from the erosion of preference margins and from the possibility of
higher costs of food imports. Preliminary analyses suggest that the
erosion of preferences is likely to be small for most African and
Caribbean countries but could be more significant for some North
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African countries. Moreover, as tariffs come down in successive
rounds, and the world economy gets increasingly integrated, reliance
on preferences as a basis for long-term export growth is not a viable
strategy. Regarding food imports, the direct impact of possible higher
prices is likely to be felt by those relying most heavily on commercial
food imports and will depend on the extent of the rise in food prices.
Conversely, the long-term trend for real food prices has been distinctly
downward, and there is no reason to expect that this trend is about to
end.

Beyond the Uruguay Round

The process of liberalization at the country level and for globaliza-
tion at the international leve] will continue in the coming years. How-
ever, difficulties still lie ahead. While empirical as well as theoretical
analyses show that openness is a strong determinant of economic suc-
cess, the process of liberalization often leads to domestic opposition as
the abolition of trade barriers imposes costs on those who benefited
from protection. Given the political economy of trade liberalization in
individual countries, it is easy to see that several themes and issues
will dominate the debate in this area for some time to come.

Regional Trade Arrangements

Regional arrangements gained momentum as multilateral negotia-
tions through the Uruguay Round became protracted. There are now
at least 67 preferential regional trade agreements {RTAs). The most im-
portant RTAs are the EU, NAFTA, and the Asia Pacific Economic Co-
operation forum (APEC),

Al of us recognize that regional arrangements are second best and
that multilateral liberalization is the preferred approach for the global-
ization of trade. Regionalism raises fears of trading blocs that poten-
tially could eliminate access by outsiders. Moreover, gravitation to-
ward large regional blocs may lead to an increased apprehension of
retaliation and trade conflicts.

On balance, however, recent regionalization has not inhibited the
growth of world trade or global integration. In general, there has been
no increase in protectionism on the part of the major RKTAs; the devel-
opment of RTAs has proceeded alongside an expansion of trade with
nonmembers.

Thus, regionalism is not inimical to global liberalization. Indeed,
RTAs can often supplement the process of giobalization. Neighboring
countries may find that agreements between them are easier to achieve
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than those with all countries in the world, thus allowing a faster pace
of liberalization in a regional context than in a global context. Regional
groupings may also be more ambitious toward opening out than coun-
tries that rely only on a unilateral approach. However, we need to con-
tinuously monitor how regionalism develops, so that trade-creating as-
pects of RTAs are emphasized. At 2 minimum, we should expect that
RTAs cover substantively all trade and not increase restrictions on third
countries. We should also expect that RTAs have transparent and liberal
rules of origin and accession provisions for potential new members,

Political Economy: Special Interests and Jobs

Why does protectionism enjoy broad support even in those coun-
tries, such as the United States, that have championed the cause of
liberalism? There are two answers to this difficult question. First, in the
practical determination of trade policy through the political process,
the special interests of highly organized groups that correctly perceive
the benefits to themselves from protectionist measures often operate
more effectively than the relatively diffuse general interests that are
comprehended in the economist’s concept of social welfare. As 1
sometimes like to put it, “In Washington, the truth is just another
special interest, and one that is not particularly well financed.”
Without going into the political economy of trade, a subject that is the
subject of intense and rigorous analysis, [ would only like to point out
that economists who are involved in the determination of trade pol-
icy—hopefully on the side of the angels—should prepare themselves
to use valid and effective arguments to counter those of the special
interests.

Second, from the broad support often seen for protectionist policies,
it is clear that such support does not come only from those who have
a vested interest in such policies. Rather, it is based on a widespread
and deep-seated feeling that opportunities for employing domestic re-
sources to meet domestic needs should somehow be protected from
foreign competition. Simply put, the issue is “jobs, jobs, jobs.” The
commonsense perception is that if foreigners are allowed to supplant
domestic producers of some product, then the domestic resources used
in such production will become unemployed; or, more succinctly, “jobs
will be lost.” These special interests fail to perceive that openness of
trade, through a reallocation of resources, will result in job displace-
ment from specific sectors only. In the aggregate, jobs can be expected
to increase as a result of more openness as the efficiency gains from the
increased trade take root. Those who are displaced will be able to find
opportunities elsewhere.
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In actual fact, the fixed-number-of-jobs fallacy often results in the
adoption of trade-restricting policies that likely constrain economic
growth, and hence employment. The arguments are based on the nat-
ural sympathy that everyone has for those who might lose their jobs
because of foreign competition—a sympathy that is reinforced by the
reality of prolonged periods of unemployment as a result of some sec-
toral shifts following a withdrawal of protection. The practical ques-
tion for economists and policymakers, then, is, “How do we minimize
the transition costs that arise from moving toward free trade?” It
should be recognized that these costs occur only in the short run and
can be {and have been) dealt with through appropriately designed so-
cial safety nets.

Fair-Trade Versus Free-Trade: Level Playing Field

With globalization and improved technology, production centers
move easily to exploit cost advantages. Producers have, therefore, be-
come very sensitive to the possibility of “unfair” advantage by foreign
competition and raised the “level playing field”argument or the “fair
trade before free trade” argument to demand partial {(or total) harmo-
nization of domestic polictes.

It is not surprising that attention is focused on newer issues affect-
ing market access now that traditional trade barriers have come down.
[n some cases, even though tariff reductions have taken place and QRs
have been eliminated, market access appears to be limited to foreign
competition. This naturally raises questions, such as “Can demestic, as
oppused to border measures, be used for impeding trade?” “Is compe-
titton policy being enforced properly?” or “Is it effectively favoring do-
mestic industries over foreign production?” Domestic policies toward
foreign investment also influence market access. Hence, trade-related
investment policies and the need for new multilateral rules on invest-
ment (particularly FDI) are also issues for the new trade agenda.

However, competition policy issues and its instruments need better
definition and analysis before multilateral approaches can be formu-
lated to tackle emerging trade frictions in this area. There is also a dan-
ger of trade policy being overloaded with objectives. For example,
trade restrictions are being suggested to counter “eco-" or “soctal”
dumping. The links between trade policy and environmental and
labor policies are likely to get further attention in the future. Environ-
mental and labor objectives are undoubtedly important and should be
advanced without reliance on trade sanctions as an enforcement mech-
anism. More generally, there is no presumption that harmonization of
all domestic policies and business practices is necessary for trade to be
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mutually beneficial—if it were, should we also demand the harmo-
nization of climate?

Liberalization: What Can We Learn?

While major progress in liberalizing exchange and trade regimes has
been made in recent years, it is important to note that some countries,
especially the low-income ones, remain more restrictive compared
with other regions of the world. However, it is encouraging that this
restrictive stance of the poor countries is being perceived by most
stakeholders as a major impediment to accelerating growth. Indeed,
Tecent initiatives for sub-Saharan Africa have identified trade liberal-
ization as a key reform area.

The promotion of open trade regimes is also considered an impor-
tant element in the IMF’s work, both in terms of surveillance and pro-
gram design, because distorted trade regimes operate as impediments
to both macroeconomic reform and structural adjustment. Trade re-
form can contribute importantly to improving the efficiency of re-
source allocation, reducing the anti-export bias of the economy, expos-
ing it to competition, promoting realistic exchange rates and balance of
payments adjustment, spurring investment (including FDI), and di-
versifying the economy.

Given the underlying political and economic interests, trade reform
remains a complex process, with each attempt at liberalization being
confronted by differing circumstances. Nevertheless, several common
themes emerge from the experience of liberalization in the past two
decades. From these, we can derive valuable lessons for the countries
of Africa in the design of their own Iiberalization experiences.

Complementary reform: Trade liberalization cannot function as an en-
gine of growth in the absence of complementary actions in other
macroeconomic and structural areas. While trade reforms continue to
be narrowly defined to cover (import and export} tariffs and nontariff
barriers {NTBs)}, policies such as exchange restrictions and the ex-
change rate, price controls, and state trading monopolies are closely re-
lated to trade reform and have direct significant effects on trade flows.
The effectiveness of trade reform is enhanced when it is accompanied
or preceded by reforms in the exchange system, price controls, and the
privatization of state trading. Experience suggests that the most suc-
cessful trade reforms have been part of comprehensive adjustment
packages.

Bold and comprehensive strategies: Trade liberalization programs that
started boldly and were followed through with vigor proved more
durable than ones that took a more hesitant approach. The main ele-
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ments of such a program are sharp reductions in tariffs and elimina-
tion of QRs in the context of a broader structural reform and stabiliza-
tion package. If such efforts are sustained for &6 or more years, the lib-
eralization effort is likely to be sustained. For the credibility of the
reform process, it has also been found to be useful to preannounce the
phased medium-term reform to provide economic agents with the sig-
nals and the time to adjust to the new structure.

Prudent macroeconomic policies: Successful reformers have shown
themselves to be more fiscally prudent than others. Reversals of liber-
alization were more commonly associated with poor macroeconomic
policies than with any other factor, including the power of vested in-
terests and increased short-run unemployment. The perceived poten-
tial, adverse short-term impact of liberalization on the external and fis-
cal positions can be minimized. The balance of payments effects can be
kept manageable, as long as domestic demand policies are properly
managed, and the trade liberalization is appropriately phased and ac-
companied, as necessary, by an exchange rate adjustment. In general,
with the adoption of flexible exchange rate policies in many African
countries, the balance of payments argument for postponing trade re-
form is no longer credible, except perhaps for very short periods in
particular cases of precarious reserve levels.

Sequencing and design issues: Credible and comprehensive trade reform
can be out pari passut with macroeconomic stabilization. There is no com-
pelling reason to wait for the completion of macroeconomic stabilization
to initiate major trade reforms. Indeed, such an approach risks undue
delays in commencing trade liberalization. However, such a delay may
not be inappropriate if the inflation and reserve situations are 5o severe
as to require immediate and major confractions in domestic demand,
and these measures are expected to stabilize the position in the near term
{1 year). If the achievement of macroeconomic stabilization is expected
to occur gradually (say, over 2 to 5 years), it is prudent to integrate con-
comitant trade liberalization into the overall adjustment package.

(QRs should be eliminated as a matter of priority because they are
less transparent and more restrictive than tariffs. (QRs include prohi-
bitions, quotas, licensing, and so forth,) It is preferable to phase out
QRs (excluding those for security and health reasons} during a 2- to 3-
year period at the beginning of the trade reform. The QRs should be
replaced by tariffs; if necessary, these could be temporarily higher than
normal maximum tariffs but should not exceed their tariff equivalents;
they should be phased down to the normal maximum tariff within 2 to
3 years.

Measures for transparency and for reducing anomalies in the tariff
structure should be implemented early in a program. For example,



3 » Trade Liberalization 27

many sub-Saharan African countries resort to statutory and discre-
tionary exemptions and have multiple duties and charges on imports
over and above the basic tariff. Exemptions should be strictly limited
to normal obligations under international conventions {for example,
embassies), and eliminated for the rest, including parastatals, state
trading enterprises, donors, and nongovernmental organizations.
Once this is accomplished, it is easier to design a meaningful tariff re-
form that can aim at simplifying the structure to a few rates (3 to 5, in-
cluding 0), and then reduce the level and dispersion of tariffs by re-
ducing maximum and average tariffs.

Maintaining competitive exchange rates: The experience of successful
reformers suggests that major trade reforms are easier to initiate and
sustain when accompanied by a real exchange depreciation and an im-
provement of the fiscal position. This is particularly true if the initial
level of protection is high and widespread and the reform period is
concentrated over a few years, because the high level of protection it-
self artificially raises the value of the currency {compared with the
equilibrium level in the absence of the restrictions). However, in some
cases when temporary upsurges in capital inflows generate an appre-
ciation of the exchange rate, trade liberalization is difficult to sell do-
mestically and may also face a balance of payments constraint, unless
the external reserve position is strong. The experience with sequencing
thus indicates that programs could face risks if capital-market liberal-
ization preceded trade liberalization, especially if it resulted in a surge
of imports.

Costs of adjustment may not be large: Regarding output effects, a
World Bank multicountry study suggests that short-term costs were
surprisingly small. In particular, reallocation of resources to more effi-
cient patterns suggested that overall output and employment were not
very adversely affected and that the reallocation of labor was achieved
largely within sectors, causing less disruption than might have been
feared. Indeed, the short-term effect of liberalization on overall na-
tional output in Latin American countries was strongly positive, and
on employment it was, at worst, neutral.

Trade Reform in Africa

Trade liberalization is now widely accepted in sub-Saharan Africa.
Many countries have eliminated QRs and reduced maximum tariffs
from triple-digit levels to the range of 2040 percent. How much fur-
ther should they go, and during what period? Although theory sug-
gests that a small economy cannot influence world prices, and that the
optimal tariff is zero, practical and political considerations make this
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level impractical. We can, therefore, assume that tariff rates will be
positive for purposes of domestic protection and to generate fiscal rev-
enues. There is no magic formula to determine the appropriate level of
tariffs pertinent to the implementation of a medium-term growth strat-
egy in sub-Saharan Africa, and ultimately the particular circumstances
of each country will determine the extent and pace of reform. As a gen-
eral rule, countries could consider a two-stage approach to trade re-
form. The first stage would be implemented on an accelerated basis,
and the second stage in the medium term. The first stage would aim to
remove all QRs {except for security and health) and to bring down tar-
iffs to a range of 0-30 percent, with an average tariff of not more than
15 percent, within a period of less than 2 years. Some sub-5aharan
African countries have already reached this stage, and a number of
others are close to it. These countries can proceed to the second stage,
which would cover a 3-year period where tariffs are further reduced to
a range of 0-15 percent, with an average tariff of 10 percent or less. Tar-
iffs on some luxury imports for which domestic production is infeasi-
ble may be at a somewhat higher level for revenue purposes and for
tax equity in the absence of a capacity to effectively enforce other pro-
gressive taxes. The above two-stage approach provides for a 5-year pe-
riod to implement tax reforms that would substitute domestic revenue
mobilization for trade taxes. This would constitute an ambitious but
feasible reform program that would enable Africa to compete on equal
or better terms {ceteris paribus) with the successful reformers in Latin
America and Southeast Asia.

While liberal trade policies contribute to the improvement of effi-
ciency, promote export growth, and enhance an economy’s adaptabil-
ity, they have to be supported by an appropriate macroeconomic pol-
icy stance. [nappropriate fiscal, monetary, and exchange rate policies
can constrain the ability of economic agents te compete abroad and
also generate protectionist pressures. Exchange and trade restrictions
restrain trade, and hence negate trade liberalization. Trade policy, in
turn, can affect macroeconomic performance through its impact on fis-
cal balances {e.g., the revenue effects of tariff reforms), on the balance
of payments {e.g., in the short term through incentives to export and
import}, and on the exchange rate {e.g., heavy reliance on trade re-
strictions can amount to overvalued—effective—exchange rates).

In African countries where the industrial base is narrow and highly
dependent on protection, the contraction of output in the protected in-
dustries may not be as rapidly offset by the development of export in-
dustries. However, this is more a question of the length of the lags
rather than the nature of the response. Also, there may well be in-
stances where domestic industries with high effective protection on
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final products have negative value added for the economy. Output
losses for such industries are immediately beneficial for the economy
as a whole.

Supply responses in sub-Saharan Africa may be more sluggish than
in other regions because of the existence of more bottlenecks in com-
plementary areas, such as poor infrastructure, power and telecommu-
nication facilities, and lack of marketing information. This, again,
points to the need to integrate reforms into comprehenstve structural
adjustment packages that include measures to ease supply bottlenecks.

The experience with special protection for infant industries in Africa
{and most other regions) has been generally poor. In the few cases
where such a policy has been “successful,” it has entailed large costs
and has been accompanied by circumstances that do not prevail or
cannot be replicated in Africa {e.g., a very high rate of domestic sav-
ings, skilled administrative capacity, and macroeconomic stability).
African governments should be discouraged from diverting scarce re-
sources to dubious infant industry development, which often is a pre-
text for the support of particular vested interests.

Fiscal Policy and Trade Liberalization

The relationship between tariff reforms and fiscal revenues is prob-
lematic. Sub-Saharan Africa depends on trade taxes for fiscal revenues
to a greater extent than most other regions. Finding domestic sources
of revenue to reduce reliance of trade taxes has been an important
cause of delays in initiating, following through, or completing major
trade reforms. Often the difficulties have been compounded by poor
tax administration capacity. In some cases, the fiscal argument has
been exaggerated or used as a pretext to delay trade reform. Indeed, a
well-designed tariff reform may actually improve the import tax col-
lection rate at the same time as statutory tariff levels come down, par-
ticularly if the original high tariffs have lead to widespread exemp-
tions, smuggling, tax evasion, misclassification, and corruption. The
incentive for these activities is reduced with the reduction in tariffs.

Nonetheless, the fiscal impact of trade liberalization may be nega-
tive, requiring a careful consideration of the manner and speed of im-
plementing trade reforms. Alternative sources to domestic revenue,
such as the value-added tax (VAT), need to be designed and imple-
mented. Taxation of primary commodity exports may be an important
source of revenue, while the collection of income taxation in rural
areas and on small farmers scattered over a wide area may be difficult.
Notwithstanding these difficulties, the design and implementation of
tariff and fiscal reform should be well coordinated and synchronized
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to manage these difficulties over the medium term. The aim should be
to broaden the effective tax base and, if the sources of revenue are lim-
ited, to emphasize better expenditure control. Waiting for the “right”
time vis-a-vis the fiscal situation may inordinately delay the initiation
of trade reform.

Regional Integration in Africa

Regional integration movements, which are being developed in
Africa, should be encouraged to the extent that they are consistent
with multilateral liberalization and carry economic benefits for the
concerned country, its neighbors, and its trading partners. Trade re-
form in the regional context in sub-Saharan Africa should bear two
considerations in mind. First, countries in a proposed regional group-
ing should incorporate specific trade liberalization measures to ensure,
broadly, the same scope and timing of trade reforms. This has been
missing, for example, in the programs for Cross-Border [nitiative (CBI)
participants, probably because the individual economic circumstances
are different, even with the intention to harmonize tariffs on a given
timetable. Second, while it is theoretically desirable to aim for a com-
mon or harmonized tariff for a given product at the level of the lowest
tariff among the participants within a regional grouping, in practice
this is difficult to implement. Indeed, in some cases, joining a regional
arrangement may have the effect of raising tariffs to the regional stan-
dard, thereby reducing welfare in the country concerned. In such
cases, the strategy should be to persuade the bigger economies in the
regional arrangement to undertake an ambitious trade reform pro-
gram, in the expectation that this route would carry the whole group
forward more rapidly.

The Role of the IMF

IMF surveillance and programs have as their objectives the attain-
ment of sustainable growth and the balanced expansion of trade. In
this context, the linkages between macroeconomic and structural poli-
cies and trade policy developments have an important bearing on the
IMF’s work. Maintaining open markets is especiaily important for the
success of adjustment efforts of members undertaking IMF-supported
programs. Further attention is likely to be given to strengthening the
analysis of the effects of trade measures and of the links between trade
policy and other macroeconomic and structural policies, including as-
sessment of the impact of protection on domestic adjustment. Some of
this analysis may also be conducted at the regional level if required.
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Similarly, problems of developing countries and economies in transi-
tion with access to markets will also receive attention. The recent in-
creased emphasis on structural issues, the trade policy content of IMF-
supported programs, has significantly increased. A review of design
issues highlights the importance of integrating trade policy with other
program policies—particularly fiscal and exchange rate—and adher-
ing to a medium-term trade reform strategy with clearly established
short- and medium-term goals.

The IMF's work on trade reform complements that of the WTO. The
major focus of the WTO is the implementation of multilateral rules and
disciplines on trade in goods and services, the settlement of disputes,
and the conduct of multilateral trade negotiations. The policy advice
of the IMF and the World Bank is consistent with the general rules of
the WTO and with the individual country’s specific commitments and
legal obligations in the WTO. The IMF will need to monitor carefully
members’ adjustment to the Uruguay Round agreement, including its
impact on their balance of payments, and help countries manage an or-
derly transition. The IMF and the World Bank stand ready to use their
existing facilities where appropriate to address external financing and
policy adjustment needs arising from implementation of the Uruguay
Round.



Trade Liberalization in 4
Sub-Saharan Africa

Robert Sharer

This chapter assesses the role of trade reform in IMF-supported,
medium-term adjustment programs in sub-Saharan Africa, by review-
ing multiyear arrangements with countries in that region during the
1990s. The chapter also provides an analytical framework for trade lib-
eralization and introduces an index that classifies the relative aggre-
gate restrictiveness of trade regimes. The review of sub-Saharan
African countries assesses the initial degree of restrictiveness of each
country’s trade regime, the targeted trade liberalization objectives in
each program, and the degree of trade restrictiveness at the end of the
program. The trade liberalization efforts in sub-Saharan African coun-
tries are compared with those of other regions that had IMF-supported
medium-term programs during the same period. The chapter is in
large part based on a recently completed comprehensive study of trade
liberalization in IMF-supported programs. The study also discusses
the main factors affecting trade policy targets, including in particular
the impact of fiscal considerations.

The study finds that the majority of sub-5aharan African countries
reviewed had relatively restrictive trade regimes at the outset of their
programs. Thus there was a clear need for trade liberalization. More
than 70 percent of programs with sub-Saharan African countries re-
viewed targeted a quantifiable reduction in restrictiveness, as mea-
sured by the index of aggregate trade restrictiveness used in the study.
The remaining 30 percent of countries, however, did not target changes
in trade restrictiveness sufficient to change their index classification,
despite the fact that some of the countries started out with highly re-
strictive trade regimes. Programs generally achieved their targeted
trade reform objectives, thus contributing to a marked movement to-
ward less restrictive regimes. The strength of conditionality was re-
lated to the importance of the measure for the program, and it appears
to have facilitated implementation. However, more liberalization
should probably have been targeted in a significant number of pro-
grams, particularly in countries with initially restrictive regimes.

The issue of ambitiousness is discussed. Key factors that may be rel-
evant in determining the appropriate pace of liberalization include the
initial degree of trade restrictiveness, the country’s administrative ca-

32
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pacity, and the short-term adjustment costs. The experiences of some
“good practice” countries outside sub-Saharan Africa that have
achieved open trade regimes within 7-10 years is also instructive. Al-
though there were no clear-cut examples of sub-Saharan African coun-
tries that have implemented the same degree of trade liberalization on
a sustained basis, as in these “good practice” cases, some countries in
the region are making significant reform efforts on an ongoing basis,
and have experienced a marked improvement in their economic per-
formance. Two such cases are illustrated as additional comparators.

Fiscal policy concerns were often cited as an important factor limit-
ing the extent of trade reform targeted. However, the review found no
direct relationship between the strength of trade reform objectives and
achievements, and the countries’ initial fiscal circumstances. This is
consistent with available information, albeit limited, which indicates
that the design of the successful trade reform programs was done in a
way to counter fiscal or other concerns raised at the outset. This in-
cluded focusing initially on the removal of nontariff barriers (NTBs),
with potentially revenue-reducing tariff reform left to a later stage, and
by introducing more broadly based taxes and targeting a reduction in
exemptions.

The available information indicates that a significant factor for suc-
cessful liberalization in the countries studied was the authorities’ com-
mitment to expeditious implementation of trade reform and (generally)
to the adoption of Iiberal, market-oriented policies, as well as the au-
thorities” ownership of the program. This manifested itself in trade re-
form being viewed as a key medium-term objective with preannounced
targets, which was found to be important in program implementation.

The chapter is organized as follows. The first section briefly pro-
vides an analytical framework on the importance of trade reform and
its main elements. The second section reviews trade reform in IMF-
supported programs in sub-Saharan Africa. The third section discusses
program ambitiousness. The fourth section describes factors influenc-
ing the implementation of trade reform, particularly fiscal considera-
tions, and the fifth section summarizes the findings and concludes the
chapter. The index of aggregate trade restrictiveness noted above is de-
scribed below, and in a methodological appendix.

Analytical Framework and Elements of Trade Reform

Economic Rationale

The economic rationale for trade liberalization is based on improved
efficiency of resource allocation and enthanced growth prospects. An
open trade regime expands trade and investment options and allows
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countries to specialize in and export those products for which they
have a comparative advantage. Trade barriers on imports result in
higher prices and cause inefficiency as consumers shift to higher-cost
domestic substitutes or forgo consumption of products they would
otherwise prefer. Import barriers also give rise to an anti-export bias
through higher costs to exporters, the impact on the exchange rate
(which tends to be more appreciated) and because import-competing
industries tend to bid workers and capital away from would-be ex-
porters or other potentially more efficient economic activities.

As with other economic distortions, trade policy distortions shift an
economy to a less efficient mix of investment, production, and con-
sumption. They create incentives to produce and invest in goods for
which the economy’s rate of return is below the rate of return for the
individual enterprise. These distortions depress real economic growth,
and their removal therefore enhances growth prospects.! The empiri-
cal literature on trade and growth confirms the theoretical case for
open trade policies, as do new developments in the theory of economic
growth such as endogenous growth theory, which has highlighted dy-
namic gains from trade liberalization, These recent studies and find-
ings provide further credibility and confirmation that trade openness
tends to be associated with higher rates of economic growth.?

In general, the beneficial effects of trade reform are best realized in
an appropriate macroeconomic environment supported by other struc-
tural reform policies to improve the efficiency of resource allocation. In
particular, there are strong and mutually supporting links between
trade reform, an appropriate level for the real exchange rate, and a lib-
eral exchange system, because exchange and trade restrictions often
act as substitutes and the benefits of liberalizing one may not be fully
realized without liberalizing the other. In one direction, an open trade
regime is needed so that international price signals promote efficient
resource allocation for a country with an appropriate real exchange
rate and a liberal exchange regime. In the other direction, an appropri-
ate exchange rate and a liberal exchange regime are needed so that the
tradable sector can exploit its comparative advantage and maintain the
momentum of trade liberalization efforts and macroeconomic stabi-

tindeed, it is even possible in a distorted trade regime that new investment or increases in
other factor supplies can reduce national income—so-called immuserizing growth. See Bhag-
wati and Srinivasan {1983) and Brecher and Diaz-Alejandro (1977) for further elaboration

IThe general results and summaries of the literature have been included in World Econentic
QOutivok (IMF, 1993), The East Asian Miracle (World Bank, 1993}, and hiternationa! Trade Policies:
The Uruguay Round and Beyond {IMF, 1994). Recent studies and findings include Barro and
Sala-i-Martin (1993); Sachs and Warner {1935); and Frankel, Romer, and Cyrus (1996},
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lization. In particular, if the exchange rate is overvalued, then a real de-
preciation may be an important complement to trade liberalization.?

Elements of Liberalization

The main goal of trade reform should be to improve economic effi-
ciency by creating a transparent and neutral system of incentives that
eliminates anti-export bias, direct impediments to trade, and economic
distortions caused by the trade regime. This would involve removing
export barriers and quantitative restrictions (QRs) and other NTBs* on
imports, reducing tariff dispersion through introducing low and rela-
tively uniform tariffs administered in a transparent and evenhanded
manner, and establishing neutral treatment of imports and domestic
goods under domestic economic policies. Trade reform is often se-
quenced so that initial action on import barriers focuses on QRs and
other NTBs,? which tend to be the most distortionary trade restrictions.
Measures to reform import tariffs include reductions in the maximum
and higher tariffs and in the number of tariff bands; conversion of spe-
cific tariffs into ad valorem rates; consolidation of other import taxes
or charges into a single rate; and reduction or elimination of tariff ex-
emptions for individuals, organizations, or groups. Trade reform may
also include other measures to ensure equal treatment of domestic and
imported goods, and it implies an absence of controls on demestic
trade, such as price or marketing controls.

Trade Reform, Political Economy, and Governance

Usually, the most important impediments to trade reform are polit-
ical economy factors.® In some cases, this may be a response to the ad-
justment costs and disruption associated with any policy changes that
lead to changes in resource allocation. In the case of trade reform, the

*Exchange rate policies are linked in important ways to trade policy but generally fall out-
side the scope of trade liberalization, narrowly defined, and hence are generally excluded
from the study, except where such restrictions act as binding trade restrictions.

YINTBs here are defined as measures that restrict trade either by limiting quantities that may
be traded or by inserting administrative discretion in the export/import process that acts as a
barrier to trade. Such NTBs include quantitative restrictions, quotas, bans, restrictive licensing
requirernents, restrictive foreign exchange practices, state trading monopolies, restrictive tech-
nical and phytosanitary standards, and restrictive customs procedures.

HOften, import quantitative restrictions are replaced by tariffs.

*See, for example, Baldwin (1985), Bhagwati (1982), Krueger (1974, 1993), Leidy {1995),
Magee, Brock, and Young (1989), Rodrik {1995), and Williamson (1994). While critically im-
portant to the design, pace, and implementation of reform, the political economy of trade lib-
eralization is beyond the scope of this chapter.
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most concentrated group of losers are usually readily identifiable pro-
ducers facing the loss of existing sources of income, while beneficia-
ries are widely dispersed among consumers and potential exporters
that may be difficult to identify. However, beyond adjustment costs,
the often highly focused economic impact of trade policy makes it a
particularly attractive target of rent-seeking behavior and lobbying, in
many cases, by smal! well-organized groups, while the costs associ-
ated with restrictive trade policies are widely dispersed throughout
the economy and are not transparent. These political economy factors,
together with the government’s commitment to liberal, market-
oriented reforms, “ownership” of the program, and garnering politi-
cal support, are likely to be the most critical factors in effective trade
reform. Other related factors that can constrain trade reform include
lack of an adequate social safety net, supply constraints for countries
with undiversified economies or inadequate physical infrastructure,
and concerns about the effects of trade reform on unemployment and
the impact of openness on consumption patterns and income
distribution.

Trade liberalization has important beneficial effects on the quality of
governance. Because of their highly disaggregated nature, trade poli-
cies are particularly suited to the redirection of resources by the gov-
ernment to narrow interest groups, while those adversely affected by
trade policy are often affected indirectly and may not be aware of the
effect. Liberalization and simplification can reduce this adverse impact
and improve the ability of those affected by the policy to detect and
understand the impact of the remaining trade policy instruments.
Even beyond legal but inefficient and nontransparent rent-seeking,
complex and discretionary trade policy regimes create opportunities
for corruption, particularly in the case of discretionary licensing and
tariff exemptions.

The elimination of discretionary licensing and regulatory require-
ments and ad hoc tariff exemptions improves transparency and the
quality of governance. As these policies generate private windfalls
rather than government revenue, their elimination reduces rent-seek-
ing activities on the part of firms. On the part of the government, a
nondiscriminatory, and therefore more predictable, licensing and tariff
exemptions system improves the quality of governance by reducing
incentives for corruption, and also economizes on scarce administra-
tive resources. Another element of trade liberalization that has the
added benefit of improved governance is the adoption of a relatively
low and uniform tariff rate. In addition to the gains from administra-
tive simplicity and transparency, and the economic efficiency benefits
of reducing effective protection levels,” a uniform tariff rate regime is



4 = TJrade Liberalization 37

also preferred on political economy grounds. If a government can es-
tablish a credible commitment to a reasonably low and uniform tariff,
firms are less likely to lobby for increased tariff protection, thereby
sharply reducing rent-seeking costs,

Review and Assessment of IMF-Supported Programs

The review covers 14 programs in 13 sub-Saharan African countries
supported by 16 arrangements under the Extended Fund Facility (EFF),
Structural Adjustment Facility (SAF), and Enhanced Structural Adjust-
ment Facility (ESAF)* which were initiated and concluded between Jan-
uary 1990 and June 1996 (see Table 1}.% The review provides a snapshot
of trade reform in each program and does not consider directly trade re-
form before, or following, the programs under review. This section dis-
cusses the underlying methodology and assesses the restrictiveness of
sub-Saharan African countries’ trade regimes at the start of the pro-
gram, the targeted change in restrictiveness envisaged, and the overall
restrictiveness at the end of the program. The ambitiousness of trade re-
form in these programs is then considered, and factors that influenced
implementation of trade reform in the programs are also discussed.

Quantification of Overall Policy

Measurement of trade liberalization in the countries reviewed was
based on the index of aggregate trade policy restrictiveness noted
above. The index, which is described in more detail in the appendix,
consists of a 10-point scale that combines measurements of the restric-
tiveness of tariffs and NTBs.'® It measures the overall restrictiveness of
a country’s trade system relative to protection levels in all IMF mem-

7A common feature of many taniff regimes is that lower Lariff rates apply to imported inputs
and higher ones to final products. Tariff escalakion, therefore, is a common cause for high lev-
cls of effective protection in some industries, especially when local praducers depend to a
large extent on imported inputs.

*The review was limited to multivear arrangements under these facilities due to their focus
on medium-term structural adjustment poelicies, including trade reform.

“Two arrangements werte approved for Burking Faso: an SAF arrangement in 1991 and an
ESAF in 1993, The policy programs supported by these arrangements were distinct and sepa-
rate. Three arrangements were approved for Zimbabwe, but these arrangements were sup-
ported by one policy program.

*Changes in tariff dispersion, maximum tariffs, exemptions, export taxes, and improve-
ments in customs administration were not explicitly incorporated into the overall index due
to the complexity of aggregating additional dimensions of trade policy and the difficulties of
obtaining comparable cross-country data on these variables. Howesver, the inclusion of aver-
age taritfs in the index implicitly also captures, at least to some extent, these other measures
of restrictiveness.
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Table 1. Arrangements Included in the Review of IMF-Supported
Programs in Sub-Saharan Africa’

Extended Fund Structural Adjustment Enhanced Structural

Country Facility Facility Adjustment Facility
Benin 1425193
Burkina Faso 3113/ 3/31/93
Comortos 6/21/91

Equatorial Guinea 24393
Ethiopia 10/28/92

Lesotho 522/
Mali 8/28/92
Mauritania 12/94/92
Mozambique 6/1/90
Sierra Leone! 4/3/92
Tanzania 7126191
Zambia' Nz
Zimbabwe 1/24/92 9/11/92

8111792
Source: IMF data.

Note: Includes multiyear pragrams {at least two years) approved after lanuary 1, 1990 that expired
at the latest by June 30, 1996. The ESAF arrangements with Burundi and Rwanda, both of which
began in 1991, are excluded.

'Rights Accumulation Program (RAP),

ber countries. The restrictiveness of the import tariff regime was based
on the average unweighted statutory tariff rate, classified inte five cat-
egories, from open to restrictive, based on the distribution of tariff
rates of all IMF member countries. NTBs were classified into three cat-
egories based on coverage and restrictiveness, including both im-
port/export QRs, bans, restrictive licensing, state trading monopolies,
restrictive foreign exchange practices which act as binding trade re-
strictions, and other NTBs.¥ A rating of 1 on the index represents the
most open trade regime, and 10 the most restrictive.’? The index gives
relatively more weight to NTBs since, as noted above, they generally
result in larger economic distortions and less transparent policy
regimes than high tariff rates.

'Other NTBs include safeguard actions, antidumping/countervailing duties, reference
prices, quality controls, and indicative export prices,

2In principle, the index could understate the degree of liberalization targeted in the most re-
strictive trade regimes, when significant changes are introduced but are insufficient to move
the country below the highly restrictive category. However, an examination of the data shows
this rarely occurred in the programs reviewed and did not affect the resuils of the study.
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Aggregation of different types of trade restrictions is not without
challenges. Ideally, assessment of the overall restrictiveness of the
trade regime should capture the distortions in relative prices and re-
source allocation due to the trade regime. In practice, construction of
such measures requires very substantial amounts of information and
analysis. Previous studies have: (1) presented tariff and NTB measures
separately without attempting to form an overall index of restrictive-
ness; (2} developed very simple binary indicators of openness; or (3)
conducted massive case studies to develop quantitative summary
measures, such as effective rates of protection and effective exchange
rates for exports and imports. The index used in this chapter is based
on an intermediate approach that goes further than the first two cate-
gories toward providing comprehensive, objective measures of the
overall stance of countries’ trade regimes, while avoiding the imprac-
tical resource costs and data requirements of the third method.

Summary of Results

The review found that at the cutset of their IMF-supported pro-
grams, virtually all sub-Saharan countries reviewed had restrictive
trade regimes relative to the spectrum of IMF member countries. Ac-
cordingly, most of the programs aimed for a significant reduction in re-
strictiveness during the period of the program. Most of the sub-
Saharan countries were successful in implementing significant trade
reform, and thus the countries, as a group, made substantial progress
toward more open trade regimes. Trade restrictiveness in the group of
regions other than sub-Saharan Africa was less severe than in sub-Sa-
haran Africa at the outset of their programs, although this overall pic-
ture conceals significant regional differences. As with sub-Saharan
Africa, most of these countries targeted a marked reduction in trade re-
strictiveness, and for the most part were successful in achieving it.

Initial Conditions

Before the beginning of the IMF-supported programs, most sub-Sa-
haran African countries reviewced had relatively restrictive trade
regimes (sec Figure 1 and Table 2).7% About 70 percent of these coun-
tries could be characterized as having had a relatively restrictive

1Tt should be noted that analvsis of the initial conditions of the trade system refers to the
state of the trade policy regime before implementation of any action related to the program
{including prior actions),
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Figure 1. Distribution of Overall Restrictiveness,
Initial Conditions
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Source: IMF staff estimates.

trade regime, classified as 8-10 on the index.! Indeed more than half
of the countries classified as restrictive, or some 40 percent of the
total sub-Saharan African sample, had a rating of 10 on the index, in-
dicating highly restrictive trade regimes. The remaining 30 percent
had moderately restrictive trade regimes; none of the sub-Saharan
African countries reviewed was classified as having an open trade
regime.,

The above profile of overall trade restrictiveness reflected both high
average tariffs and extensive NTBs. For example, 8 out of the 14 pro-
grams with sub-Saharan African countries had the highest average tar-
iff classification, and none of the remaining countries had average tar-
iffs below the middle classification of all IMF members {see Table 3).
Similarly, NTBs were widespread, and, again, 8 of the programs re-
viewed were in the highest NTB categerization. However, in contrast to
tariffs, 2 of the countries were at the other end of the spectrum with vir-
tually no NTB restrictions (see Table 4). In addition to the many cases

"For purposes of analysis, countries with index classifications of 8-10 can be considered re-
strictive; of 5-7, moderate; and of 1-4, open,



4 » Trade Liberalization 41

Table 2. Initial Overall Rating and Targeted Change
in Restrictiveness Rating

Initial  Targeted Final Targeted Actual

Overall Overall Overall Overall Overall
Region and Country Rating Rating Rating Change Change
Sub-Saharan Africa 8.4 6.2 6.5 -2.1 -1.9
Burkina Faso | {19971} 10 10 10 0 0
Burkina Faso il {1993) 10 7 7 -3 -3
Comoros (1991) 10 8 8 -2 -2
Ethiopia (1992) 10 8 B -2 -2
Mozambigue (1990) 10 6 6 —4 -4
Zimbabwe (1992) 10 6 8 — -2
Mauritania (1992) 9 9 9 0 0
Tanzania (1991} 9 5 5 —4 -4
Lesotho {1991) 8 8 8 o 0
Mali (1992) 8 5 5 -3 -3
Zambia (1992) 7 4 4 -3 -3
Benin (1993) 6 3 [ -3 0
Equatorial Guinea {1993} 5 3 3 -2 -2
Sierra Lecne (1992) 5 5 4 0 -1
Cther regions! 7.4 57 5.8 -1.7 -1.6
Asia 7.0 4.8 4.8 -2.2 -2.2
Eastern Europe 9.5 7.5 6.5 -2.0 -3.0
Middle East 10.0 2.0 9.0 -1.0 -1.0
Western Hemisphere 6.0 4.6 5.2 -1.4 0.8

Source: IMF staff estimates.

Note: The methadelogy of combining NTB coverage and average import tariffs into an overall
index of trade restrictiveness is described in the appendix. Each program’s approval date is indicated
in parentheses.

"The Asia region consists of Bangladesh, Mongolia, Nepal, Philippines, and $ri Lanka. Eastern Eu-
rope consists of Hungary and Poland. Middle East consists of Egypt and |ordan. The Western Hemi-
sphere consists of Argentina, Guyana, |amaica, Panama, and Peru.

of quantitative restrictions on imports and exports (in the forms of quo-
tas, bans, or restrictive licensing), state trading monopolies, usually
covering commodities described as vital to the national interest, played
a significant role in many sub-Saharan African countries reviewed.

By way of contrast, the 14 non-sub-Saharan African countries cov-
ered in the review!s had, on average, somewhat less restrictive trade

LAT attempt was also made to compare trade reform during 1990-96 in sub-Saharan
African countries covered in the review with other sub-Saharan African countries that did not
have such programs. However, the small sample size of ihe latter, and data difficulties on
trade regimes in the early part of the 1990s, made such a comparison problematic. Nonethe-
less, when the level of trade restrictiveness at the end of the period was examined, the avail-
able data indicated that sub-Saharan African countries that had IMF-supported programs had,
on average, significantly more liberal trade regimes than sub-Saharan African countries in the
region that had not pursued IMF-supported programs, thus confirming the broad degree of
success of most countries in achieving a marked reduction in trade restrictiveness.
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Table 3. Initial Tariff Rating and Targeted Change
in Restrictiveness Rating

Initial Targeted Final  Targeted  Actual

Tariff Tariff Tariff Tarift Tariff

Region and Country Rating Rating Rating Change Change

Sub-Saharan Africa 4.4 3.9 LR -0.5 0.4
Comoros {1991) 5 5 5 0 0
Equatorial Guinea (1993) 5 3 3 -2 -2
Ethiopia (1992} 5 5 5 0 )
Lesotho {1991} 5 5 5 0 0
Mali (1992) 5 5 5 0 0
Mozambique (1990} 5 3 3 -2 -2
Sierra Leone (1992} 5 5 4 ¢ -1
Zimbabwe (1992) 5 3 5 -2 0
Burkina Faso [ {19%1) 4 4 4 ¢ 0
Burkina Faso Il (1993) 4 4 4 ¢ 0
Zambia (1992) 4 4 4 ¢ ¢
Benin {1993) 3 3 3 t G
Mauritania (1992) 3 3 3 t C
Tanzania {1991} 3 2 2 -1 -1

Other regions! 4.0 34 3.5 -0.6 -0.5

Asia 4.2 16 36 0.6 -0.6

Eastern Europe 35 3.0 3.5 -0.5 .0

Middle East 5.0 5.0 5.0 0.0 00

Western Hemisphere 36 2.8 28 -0.8 -0.8

Source: IMF staff estimates.

MNaote: Each program’s approval date is indicated in parentheses.

'The Asia region consists of Bangladesh, Mongalia, Nepal, Philippines, and 3ri Lanka. Eastern Eu-
rope consists of Hungary and Poland. Middle East consists of Egypt and Jordan. The Western Hemni-
sphere consists of Argentina, Guyana, Jamaica, Panama, and Peru.

regimes at the outset of their programs.!* About 60 percent of these
countries’ trade regimes were classified as restrictive, with the remain-
der divided equally between those with moderate and with open trade
regimes. However, the average initial rating for non-sub-Saharan
African countries masked a wide dispersion among the four other re-
gions {Asia, Eastern Europe, Middle East, and Western Hemisphere}.
It is difficult to draw any firm conclusions on the restrictiveness of
each region, since the sample size for each is so small. Nevertheless, on
average, Asia and the Western Hemisphere countries had less restric-

6A5 shown in Table 2, the initial average overall rating for non-sub-Saharan African coun-
tries was 7.4 on the index, compared with 8.4 for the sub-Saharan African countries,
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Table 4. Initial Nontariff Barrier Rating and Targeted Change
in Restrictiveness Rating

Initial Targeted Final Targeted Actual

Tarift Tariff Tariff Tariff Tariff

Region and Country Rating Rating Rating Change Change
Sub-Saharan Africa 2.4 1.8 19 0.6 ~-0.6
Burkina Faso | (1991) 3 3 3 0 0
Burkina Faso Il {1993} 3 2 2 -1 -1
Comoros (1991} 3 2 2 -1 -1
Ethiopia (1992} 3 2 2 -1 -1
Mauritania (1992) 3 3 3 0 0
Mozambigue (1990} 3 2 2 -1 -1
Tanzania {1991} 3 2 2 -3 -1
Zimbabwe {1992) 3 2 2 -1 -1
Benin (1993) 2 1 2 -1 0
tesotho (1991) 2 2 2 0 0
Mali {1992} 2 1 1 -1 -1
Zambia (1992} 2 1 1 -1 -1
Equatorial Guinea {1993) 1 1 i 0 G
Sierra Leone (1992) i 1 i 0 G
Other regions’ 2.2 1.8 1.8 H.4 0.4
Asia 20 1.4 1.4 0.6 0.6
Eastern Europe 390 2.5 2.0 -0.5 -1.0
Middle East 3.0 2.5 2.5 -0.5 -0.5
Western Hemisphere 1.8 1.6 1.8 -0.2 0.0

Source: viF staff estimates.

Note: Each program’s approval date is indicated in parentheses.

The Asia region consists of Bangladesh, Mongelia, Nepal, Philippines, and Sri Lanka. Eastern Eu-
rope consists of Hungary and Poland. Middle East consists of Egypt and Jordan. The Western Hemi-
sphere consists of Argentina, Guyana, Jamaica, Fanama , and Peru,

tive trade regimes than sub-Saharan African countries, while Fastern
Europe and the Middle East had more restrictive trade regimes.

Trade Reform Objectives

IMF-supported programs aimed for a marked movement toward
open trade regimes, represented by a significant move along the index."”
The average targeted improvement in restrictiveness for the sub-Saha-

In assessing the program objective for trade liberalization, all measures targeted during the
program were taken into account, including prior actions as well as measures specified after
approval of the arrangement; for example, as part of the second- or third-year programs.
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Figure 2. Targeted Change in Overall Restrictiveness
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ran African group ranged from 0 to 4 points (see Figure 2}, with an av-
erage of 2.1 points on the index. Seven countries targeted an improve-
ment of 3 or more points, including three that targeted improvement in
trade liberalization equivalent to a 4-point movement on the index.
Conversely, three of the programs reviewed did not target a reduction
in trade restrictiveness large enough to register on the 10-point scale.
Programs for non-sub-Saharan African countries targeted a some-
what smaller improvement in their trade restrictiveness, averaging
about 1.7 on the index, which may to some extent reflect the somewhat
lower initial degree of trade restrictiveness of these countries. As with
the sub-Saharan African countries, the extent of trade liberalization
targeted varied widely, both by country and by region; the Asian and
Eastern European countries targeted a markedly greater reduction in
trade restrictiveness than Middle East and Western Hemisphere coun-
tries. However, it should be noted that the latter group of countries
had the most open trade regimes at the initiation of their programs.
Most of the programs in sub-Saharan African countries targeted
some reduction in NTBs sufficient to lower the classification of restric-
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tiveness. Indeed, there were at least twice as many countries that tar-
geted a quantifiable reduction in NTBs (nine countries) as those that
targeted a reduction in tariffs (four countries}). This result suggests that
the sequencing of trade reform has generally followed the recom-
mended practice of first targeting NTBs, followed {or accompanied} by
a reduction in tariff protection. Each of the seven programs with coun-
tries that had an initial restrictive classification, and that targeted a
quantifiable change in restrictiveness, targeted a reduction in NTB
classification; only three of these countries also targeted tariff reduc-
tion. None of the countries under review that had relatively restrictive
trade regimes targeted tariff reform alone. Indeed, for all the sub-
Saharan African programs, only Equatorial Guinea, which initially
had a moderately open trade regime, targeted a reduction in restric-
tiveness by reducing tariffs alone. In a similar vein, the sequencing of
trade reforms in other regions focused more extensively on removing
NTBs. In this context, all four other regions targeted a quantifiable re-
duction in NTBs, while only three of these regions targeted a quantifi-
able reduction in tariff protection.

End-of-Program Outturns and Monitoring

The sub-Saharan African countries covered by the review achieved
a high degree of success in achieving the trade liberalization objectives
included in the programs. In fact, the targeted degree of trade reform
was met or exceeded in about 86 percent of IMF-supported programs
in the region {see Figure 3). However, it should be noted that these re-
sults include the programs that did not target any change in restric-
tiveness. This favorable implementation record was equally true for
targeted import tariff and NTB liberalization. Reflecting the favorable
implementation record, sub-Saharan African countries made signifi-
cant progress toward open trade regimes by the time the programs
were concluded. As noted above, countries with a trade regime classi-
fied in the 8-10 range on the index are considered restrictive. The num-
ber of countries in the region in this category declined by almost half,
to 40 percent of programs reviewed, compared with 70 percent ini-
tially; moreover, 20 percent of the countries moved to being classified
as having an open trade regime, whereas there were none initially (see
Figure 4). For those countries that achieved a quantifiable reduction in
restrictiveness, the extent of trade liberalization was evenly divided
between countries that improved their rating by 1-2 points and those
that improved by 34 points.

The performance of the countries outside the region in achieving the
targeted objectives was equally impressive. In fact, 90 percent of these
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Figure 3. Sub-Saharan Africa: Overall Trade Liberalization,
Final Outcome Versus Program Objectives

liberalization,
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Sgurce: IMF staff estimates.
Note: Includes cases where there was no targeted change in the restrictiveness rating.

programs achieved the targeted trade liberalization. For the group as a
whole, the overall restrictive rating fell by 1.6 points, slightly less than
the average reduction of 1.9 points for sub-Saharan African countries,
reflecting the latters’ somewhat more ambitious objectives.

In line with program design, the actual reduction in the overall re-
strictiveness of trade regimes in sub-5aharan Africa was due primarily
to reductions in NTBs, As a result, by the end of the program period
only one country still retained the most restrictive categorization of
NTBs, compared with seven countries at the outset.!® With regard to re-
duction in tariff protection, all the programs except one achieved the tar-
geted reduction, and in one case tariff protection was reduced by more
than had been anticipated in the program. In addition, although not di-
rectly reflected in the index, progress was made in reducing maximum

Burkina Faso’s first program alsc did not include a quantifiable reduction in NTBs. How-
ever, its second program fargeted a reduction of 2 points on the index. Mauritania did not tar-
get NTB liberalization sufficient to lower the restrictiveness classification.
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Figure 4. Initlal, Targeted, and Final Overall Distribution
of Trade Restrictiveness Index in Sub-Saharan Africa
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Sourge: IMF staff estimates.

tariffs, and available information also indicates that there was some
progress in curtailing exemptions, hence reducing tariff dispersion. In-
deed, about half the sub-Saharan African countries reviewed managed
to reduced their maximum tariff rate, mostly by significant amounts.
To an extent, the success in attaining program targets reflects appro-
priate use of binding monitoring, namely prior actions, performance
criteria, structural benchmarks, and reviews. Conditionality of at least
one trade liberalization measure was used in all except two of the pro-
grams, and these measures were implemented on time in virtually all
cases (see Figure 5). Of the measures not subject to such monitoring,
about half experienced problems with delayed implementation.

Program Ambitiousness

General Principles

The objective of medium-term structural adjustment programs
should be to move toward an open trade system characterized by the
absence of quantitative restrictions and other NTBs (except for health
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Figure 5. Monitoring Instruments Used
in IMF-Supported Programs
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and security reasons) and low, relatively uniform tariff protection, ap-
plied in a transparent and evenhanded manner. Indeed, movement
from restrictive to open categories, as measured by the index, means
the progressive elimination of NTBs for purposes of controlling trade,
and reducing tariff protection to low levels by comparison with all IMF
member countries. However, the speed with which this objective
should be accomplished is an inherently difficult issue. In principle,
such movement should be undertaken as rapidly as possible, but in
practice judgments need to be made on a case-by-case basis, taking ac-
count of the particular circumstances of the country concerned. This
section sets forth some general observations and factors that may be
considered in making such judgments.

Clearly, a major element determining the pace at which reform
should be pursued is the country’s initial conditions. Trade regimes
that are more restrictive at the outset incur higher costs from trade dis-
tortions and hence need stronger trade liberalization efforts. Economic
principles would seem to indicate that, in sequencing trade reform,
one should first target the most distortionary aspects of the trade
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regime, namely N'TBs, in tandem with other reforms. Such a strategy
would not only reap the benefits of reduced distortions, but the tariffi-
cation of NTBs would almost invariably increase revenue, as discussed
below. The pace of reform may also depend on factors such as overall
macroeconomic conditions, the need to coordinate with other struc-
tural reforms (including, for example, price liberalization and privati-
zatjon), the extent of real or perceived short-term adjustment costs
{and the readiness of social safety nets to address these costs), and the
government’s commitment to liberalization policies (and the extent of
political resistance to liberalization).

The experience of “good practice” countries that have achieved
markedly improved trade and economic growth performance through
the adoption of liberal, outward-locking policies is also instructive in
determining the appropriate pace of trade liberalization. The review
locked at the experience of four such countries (Chile, Colombia, New
Zealand, and Singapore'®) that made steady and sustained progress in
trade liberalization by virtually eliminating all NTBs and reducing or
maintaining relatively low tariff rates, thereby moving from restrictive
to open trade regimes (as measured by the index), during a period of
about 7 to 10 years from 1984 to 1996.20 Their trade regimes have been
classified according to the 10-point scale, and Figure 6 illustrates how
they have opened their trade regimes during this period. Although
these countries are more developed than the countries covered by this
review, their experience, nevertheless, clearly supports the fact that
sustained trade reform may contribute significantly to strengthening a
country’s economic performance (see Box 1).

During the period, these economies experienced strong economic
activity, with exports and GDP growing by an average rate of 13 per-
cent and 5 percent, respectively. Their experience also confirms that
far-reaching trade reform is a medium- to long-term process, thus un-
derscoring the need for specific, monitorable medium-term trade tar-
gets to be included in the initial objectives of programs.

Until recently, few, if any, African countries had trade regimes as lib-
eral as these good practice countries. However, several African coun-

wAlthough Chile's average tariff sets it just above the level needed for a rating of 1 under
the 10-point classification, the uniform tariff is likely much less distortionary than some other
tariff regimes with an average tariff several percentage points below Chile's.

DBackground sources for information on tariffs and nontariff barriers were Survey of lmped-
iments to Trade and Investment in the APEC Region (PECC, 1995); Trade Policy Review of New
Zealand (GATT, 1991); Trade Policy Revicw of Chife (GATT, 1991); Trade Policy Review of Colombia
{WTOQ, 1996a); Trade Policy Review of New Zealand (WTQ, 1996b); Trade Policy Review of Singapore
(WTO, 1996d}); and various GATT/WTQ Trade Policy Reviews.
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Figure 6. Trade Policies in Selected
“Good Practice” Countries
{Restrictiveness rating}
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tries have undertaken ambitious trade reforms in recent years and are
approaching the levels of openness in the good practice countries. As
noted above, Ghana and Uganda are two illustrative cases in sub-5a-
haran Africa where considerable trade reform has already taken place,
and where more liberalization is expected over the medium term. This
would result in these countries achieving levels of openness similar to
the good practice countries (see Figure 7). The beneficial effects of
structural reforms, including trade reforms, are already evident in
these countries. During the period, Ghana and Uganda experienced
strong economic activity, with GDP growing at an average rate of 4
and 7 percent, and exports increasing by an average of 10 and 24 per-
cent, respectively.

Assessing the Programs Reviewed

Given the above considerations, it is difficult to translate the range
of the trade liberalization objectives of the IMF-supported programs in
sub-Saharan Africa into a general assessment of the ambitiousness of
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Box 1. Trade Policies in Selected “Good Practice” Countries and
in Selected Sub-Saharan African Countries

This box provides some benchmarks for trade reform in Chile, Colom-
bia, New Zealand, and Singapore, which are known to have open or “good
practice” trade policies. Their progress in liberalizing their trade regimes
during the past decade is illustrated in Figure 6. The box also looks at two
examples of sub-Saharan countries, Ghana and Uganda, which have pro-
gressively liberalized their trade regimes in the context of broad reform
efforts, and which are beginning to show favorable results from these re-
forms (see Figure 7 below).

During the 1980s, Chile virtually eliminated NTBs, and progressively re-
duced tariffs to a uniform rate of 11 percent. The share of imports facing
NTBs during the period 1991-93 was just 0.1 percent. When it started re-
forms in 1984, more than 80 percent of Colombia’s imports required per-
mits, while imports of some 800 products were prohibited and tariffs av-
eraged near 60 percent. During the next decade, NTBs were virtually
eliminated, and the average tariff was reduced to under 12 percent. In
Singapore, the proportion of tariff lines covered by NTBs was reduced to
1 percent in the late 1980s and to less than 0.5 percent in the early 1990s;
tariffs have averaged less than 1 percent since 1980. Finally, in New
Zealand, tariffs averaged 16 percent in 1984, and most imports were sub-
ject to restrictive import licensing. By 1993, NTBs applied to less than 0.5
percent of imports, and tariffs had been cut to 8.5 percent and fell further
to 6.2 percent in fiscal 1996/97.

In 1985, Ghana and Uganda had highly restrictive trade regimes with
high tariffs, pervasive NTBs, and distorted exchange regimes. On the
index of trade restrictiveness, Ghana and Uganda were rated 10 and 9, re-
spectively. However, beginning in the mid-1980s through the early 1990s,
these countries embarked on ambitious trade policy reforms, which gen-
erally focused initially on removing the more distortive nontariff barriers.
As a result, both Ghana and Uganda now have only a few nontariff import
barriers remaining, and these may also be removed during the next few
years. Reflecting the marked opening of these economies to external
competition, both countries’ rating on the restrictiveness index fell to a
category 5 by 1996, and it is expected that by the year 2000, these coun-
tries are projected to reduce further their trade restrictiveness to a rating
of 3 or lower on the index.

the targeted trade reform. However, a quantifiable change in restric-
tiveness, involving a move of 34 points on the index, which should be
considered far-reaching and extensive by any standards, was targeted
in half of the countries, and most of these countries achieved their tar-
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Figure 7. Trade Policies in Two “"Good Practice”
Sub-Saharan African Countries
{Restrictiveness rating)
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gets. At the other end of the scale, more than a quarter of the programs
did not target any quantifiable change in restrictiveness, and most of
these were for countries with restrictive trade regimes. As would be
expected, the programs in sub-Saharan African countries with initially
restrictive regimes targeted a slightly larger move on the index than
countries classified as having moderately restrictive trade regimes {see
Table 5}. This may reflect the fact that countries with highly restrictive
trade regimes are those that have most strongly resisted liberalization.
This latter point was in contrast to the pattern for non-sub-Saharan
African countries, where countries that initially had less restrictive
regimes, targeted a much larger improvernent in restrictiveness than
those that had restrictive regimes. However, in line with the experi-
ence in sub-Saharan Africa, a significant percentage of the non-sub-5a-
haran African programs did not target any quantifiable change in
trade restrictiveness, and this was equally true for countries with re-
strictive regimes as for those with moderately restrictive regimes.

On balance, the findings of the review indicate that, notwithstand-
ing the difficulties of judging the ambitiousness of trade reform efforts,
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Table 5. Ambiticusness of Programs Reviewed

Programs That Targeted
Initial Number of Average Targeted No Change in Overall
Classification Programs Change in Index Restrictiveness

Sub-Saharan Africa

Restrictive 10 2.2 3 {30 percent}

Moderate 4 2.0 1 {25 percent)
Cther regions

Restrictive 8 1.8 2 (25 percent)

Moderate 3 30 T (33 percent)

Source: IMF staff estirnates.

a substantial number of programs in sub-Saharan African countries
targeted and achieved extensive trade reform. However, more liberal-
ization of the trade system should probably have been targeted in a
significant number of IMF-supported programs, and particularly in
those countries with initially restrictive regimes. These results are
broadly similar to those of the comparator group of countries outside
the region.

Factors in Implementing Trade Reform

The review attempted to identify the prevalence of a number of fac-
tors that might be expected to hinder or promote trade reform. These
focused primarily on balance of payments and fiscal considerations.
Other factors that were considered included the impact of the World
Trade Organization (WTQ) and regional trading arrangements (RTAs).
Of the 13 sub-Saharan African countries under review, 10 are WTO
members. The other three countries (Comoros, Equatorial Guinea, and
Ethiopia) were not engaged in accession negotiations. The implemen-
tation of multilateral commitments under the WTO did not appear to
have had an impact on trade liberalization in the sub-Saharan African
countries. Regarding participation in RTAs, there is some evidence
that it may have promoted trade liberalization in some countries {e.g.,
Zambia’s participation in the Cross-Border Initiative appears to have
influenced its trade pelicy). Equally important, however, was the au-
thorities’ commitment to trade reform.

As noted above, meaningful and sustainable trade reform needs to
be developed as part of a coherent package of structural and macro-
economic policy reforms. Fiscal and balance of payments positions are
central elements of the macroeconomic framework, and appropriate
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exchange rate policies are an integral part of IMF-supported programs.
Balance of payments concerns may influence the extent and pace of
trade liberalization, particularly if appropriate exchange rate policies
are not adopted and if existing restrictions are thought to be needed to
manage the balance of payments position to preserve macroeconomic
stability. However, while balance of payments considerations are cen-
tral to the policy objectives of IMF-supported programs, balance of
pavments difficulties were rarely cited explicitly as a factor that hin-
dered trade reform commitments or implementation. Fiscal policy
considerations and concerns, however, were pervasive. The remainder
of this section sets out the fiscal policy aspects of trade reform in gen-
eral, and the extent to which these considerations affected the design
and implementation of trade policy in the programs reviewed.

Fiscal Policy Aspects

Fiscal policy concerns are frequently cited as a reason for delaying
trade reform. In practice, however, the fiscal impact of liberalizing the
trade system could be positive, negative, or neutral, depending on the
reforms introduced and the specific circumstances of the country con-
cerned.?! Although lowering the average tariff in a system with al-
ready low or moderate tariff rates will, other things being equal, gen-
erally reduce revenue,?? at least in the short term, the fiscal impact of
most other aspects of trade reform is likely to be positive or ambigu-
ous (see Table 6}. Tariffication of QRs and other NTBs on imports or ex-
ports will improve government finances, possibly significantly, as will
the elimination of tariff exemptions (excluding export-duty drawback
schemes} and trade-related subsidies. Simplification of the tariff sys-
tem through a move to more uniform rates or a reduction in the num-
ber of rates may also tend to increase fiscal revenue through increased
transparency and simplification of tax administration. Even Jowering
export taxes may, in some circumstances, have a positive impact on

Tl should be noted that in the context of IMP-supported programs the ratio of trade taxes
to GDP may increase during trade reform, because of factors such as exchange rate changes,
mcredses 1n the ratio of imports to GDP Gincluding the impact of increased doenor tinancing as-
suciated with adoption of the medium-term program), and improvements in tax and custorns
administration.

“However, if the average tariff is very high, the impact of a reduction may be ambiguous,
because the effect of expanded imports mayv outweigh the reduced tax rate. Nogués and Gu-
lati (1992} faund that, in the case of Chile, reductions in very high tariffs were associated with
mereases n tariff revenue and found “Ro evidence that higher tariff protection is associated
swith higher tariff and tax revenues” in a sample of five Latin American countries,
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Table 6. Fiscal Impact of Trade Reform Elements

Trade Reform Expected Fiscal Impact

Reduce moderate or low average tariff Negative
Reduce high average tariff Ambiguous
Lower maximurn tariff Ambiguous
Reduce tariff dispersion Ambiguous/positive
Replace quantitative restrictions with tariffs and

liberalize other nontariff barriers on trade Positive
Eliminate tariff exemptions Positive
Eliminate trade-related subsidies Positive
Eliminate state trading moncpolies Ambiguous/positive
Eliminate export taxes Ambiguous/aegative

Sources: IMF data; World Bank data.

revenue, depending on the extent and speed with which it expands
total trade and reduces illegal activity such as smuggling.

The net fiscal impact of trade reform will depend crucially upon the
mix of elements in the trade reform package, as well as the countries’
initial circumstances. Clearly, the above argues for the early focus of
trade reform to be broadly based and to include the likely positive rev-
enue elements.? Even if a first-round revenue loss from trade reform
is anticipated, a preferred policy response would be to increase rev-
enues from other less distorting, more broadly based taxes, such as
value-added taxes (VATs) applied equally to imports and domestic
production.* Tax administration concerns also favor tariff reform in
spite of the low cost of administering trade taxes relative to the rev-
enue; this is true both because many elements of tariff reform simplify
tax administration by reducing evasion or eliminating exemptions.

Nevertheless, there are some fiscal arguments for gradualism in
trade reform. To the extent that trade taxes account for a significant
part of fiscal revenue and that total revenue is low, fiscal considera-
tions may be an important factor in the design and pace of trade re-
form, particularly regarding lowering average tariffs. A shift to more
broadly based tax, such as a VAT, will reduce reliance on trade taxes,
but generally requires careful preparation. Further, a country may

DPapageotgiou, Michaely, and Choksi (1931), Woerld Bank (1992), and Thomas and others
{1991) each examined individual country cases from the 1970s and 1980s and found that trade
reform may well be associated with an increase in revenue from import taxes when elimina-
tion or tariffication of nontariff barriers is an important focus of the trade reform,

#Fromn a trade perspective, a VAT may be preferable to a cascading sales tax, since the latter
tends to discriminate in favor of imports and against exports.
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have difficulty collecting taxes because of an overly complex tax sys-
tem, lack of effective sanctions for tax offenders, lack of trained per-
sonnel, tax avoidance and evasion, and generally weak administrative
capacity (Faria and Yiicelik, 1995).

The Impact of Fiscal Concerns

The main focus in examining the role of fiscal factors was on the ex-
tent to which fiscal considerations might have inhibited the degree of
trade reform targeted and implemented. In this context, the fiscal con-
ditions likely to present the most difficulties would include relatively
heavy dependence on trade taxes, relatively low revenues in relation
to GDP, and a weak overall fiscal position. On this basis, the review in-
cluded four indicators to assess initial fiscal conditions: {1} the ratio of
trade taxes to total taxes; {2) the ratio of trade tax revenue to GDP; (3}
the ratio of tax revenue to GDP; and (4) the targeted change in the ratio
of the budget deficit to GDP.

The results for these indicators are summarized in Figure 8. As can
be seen, a direct relationship between the initial fiscal conditions and
the ambitiousness of trade reform targeted, including for the ratio of
trade taxes to total taxes, is not evident for the programs reviewed. The
review found that there were only three cases in which the initial fis-
cal conditions may have been expected to act as a constraint on trade
reform. In these cases, countries lacked a VAT and at least two of the
three conditions of high dependency on trade taxes—low fevenue ef-
fort and large targeted reduction in the budget deficit—were satis-
fied.?> Despite these adverse initial conditions, two of these programs
targeted and implemented trade reform of at least 3 points on the 10-
point scale, and the third program targeted and implemented trade re-
form of 2 points on the index. The evidence available in this review, al-
beit limited, indicates no direct relationship between fiscal conditions
and trade reform cbijectives and that trade reform should not neces-
sarily be ruled out because of a backdrop of difficult fiscal circum-
stances. This conclusion is consistent with the observation made ear-
lier that a significantly larger proportion of sub-Saharan African
countries targeted a reduction in NTBs, compared with those that tar-

“Fiscal conditions are considered as a possible constraint on trade reform if trade taxes were
a high proportion of total taxes {more than 30 percent), tax revenue was low {less than 10 per-
cent of GDP), the targeted reduction in the budget deficit during the period of the arrange-
ment was high {more than 4 percent of GDP), or if there was no broadly based consumption
tax, such as a VAT. These cutoff levels were based on a review of GFS and World Economic
QOutlook data for developing countries and IMF programs.
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Figure 8. Initlal Fiscal Indicators for the
Sub-Saharan African Programs Reviewed
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geted a tariff reduction. Moreover, while it is beyond the scope of this
chapter to assess the availability of alternative revenue sources and
other fiscal actions, the review indicated that exemptions were noted
as a problem in many of the cases, state trading monopolies in a ma-
jority of the countries, and as indicated above, NTBs were prevalent
throughout.

Nevertheless, the problems posed by introducing trade reform
should not be minimized, particularly in cases where that reform is
perceived as likely to have negative first-round fiscal implications.
Even if alternative revenue sources or expenditure restraint appear to
be readily available, action in these areas is likely to pose its own po-
litical and economic challenges. Moreover, the consideration of fiscal
alternatives will be in the context of program design, which usually in-
volves fiscal pressures in many areas of both revenue and expendi-
tures, including outlays in support of structural reforms other than
trade policy. This underlines the importance of introducing broadly
based trade reform programs that include, at an early stage, elements
such as the tariffication of QRs and other NTBs, reduced exemptions,
and trade-related subsidies as well as efforts to broaden the tax base
and improve tax administration.

Conclusions

Liberal trade policies complemented by appropriate macroeconomic
and other structural policies in IMF-supported adjustment programs
have an important impact on allocative efficiency and thereby on eco-
nomic growth. Trade reform also contributes to improved trans-
parency and good governance by reducing incentives for lobbying for
trade protection and opportunities for rent-seeking, and by eliminat-
ing administrative discretion. These factors underline the importance
of trade reform as a key component of structural adjustment efforts.

The study reported on here found that about 70 percent of those
countries in sub-Saharan Africa that were reviewed started IMF-sup-
ported programs with relatively restrictive trade regimes, as measured
by the index of restrictiveness. The majority of these programs tar-
geted a marked reduction in trade restrictiveness and the targets were,
for the most part, achieved. However, a significant number of pro-
grams, including for those countries starting with highly restrictive
regimes, did not target any quantifiable change in restrictiveness.

The initial position of the sub-Saharan African countries was some-
what more restrictive at the outset of their programs than for the com-
parator countries outside the region. However, the sub-Saharan
African countries targeted somewhat more extensive trade reform, as
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measured by the index. There were marked differences in the four
other regions. As with the sub-Saharan African countries, there was a
high degree of success in achieving the targeted trade reforms.

The appropriate degree and pace of trade reform depends crucially
on country-specific circumstances. However, a number of factors may
be seen as relevant in this regard in moving toward an open trade
regime. These include, inter alia, the initial degree of restrictiveness of
the trade system, the country’s administrative capacity, and the real or
perceived short-term adjustment costs. The experience of the good
practice countries that achieved open trade regimes within 7-10 years is
also instructive, and suggests that trade reform should be viewed as a
medium- to long-term process. This highlights the importance of well-
specified and comprehensive medium-term program targets for trade
reform. Several sub-Saharan African countries have recently made sig-
nificant progress in trade liberalization in the context of broad structural
reform efforts and are expected to achieve levels of openness similar to
the good practice countries during the next few years. As a result of this
liberalization, together with other structural reforms and an appropri-
ate macroeconomic framework, these countries have already achieved
an improvement in their growth, export, and investment performance.

Fiscal considerations were the main factors cited as having influ-
enced trade reform objectives. However, the review found ne direct re-
lationship between the strength of trade reform objectives and
achievements and countries’ injtial fiscal circumstances. The initial fis-
cal impact of trade reform is not necessarily adverse and will depend
on country-specific circumstances and the mix of components in the
trade reform package. Certain elements of trade reforin are likely to
strengthen a country’s fiscal position, particularly replacing QRs and
other NTBs by tariffs, and eliminating customs duty exemptions and
trade-related subsidies. This suggests that trade reform should be as
broadly based as possible and include these elements in the initial
stages of reform. Even where the first-round fiscal effects of trade re-
form are negative, alternative less distortionary sources of fiscal rev-
enue should be mobilized to the extent feasible.

Methodological Appendix

This appendix presents the methodological basis for the review of
trade policy in IMF-supported programs, including the selection of
IMF arrangements for review, and the 10-point scale for classifying the
restrictiveness of trade regimes. The approach will also be compared
with other studies on trade reform in developing countries,
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The study reviews programs supported by IMF arrangements to
provide a basis for assessing the ambitiousness of trade reform in IMF-
supported programs and the implementation record. The trade regime
of each country is examined at the outset of the program and its over-
all trade restrictiveness is assessed, based on a 18-point scale, with a
rating of 1 indicating an open trade regime and a rating of 10 indicat-
ing a highly restrictive regime, as described below. The index com-
bines the restrictive effects of import tariffs and NTBs.

The ambiticusness of targeted trade reform can be assessed by iden-
tifying the trade content of each program and assessing how far along
the 10-point scale these measures would have moved the trade regime
if fully implemented.

The implementation of trade reform is assessed by evaluating the
overall restrictiveness of the regime at the end of the program period,
again based on the 10-point scale,

Selection of IMF Arrangements for Review

The review covers all IMF arrangements of two years or more in
length, that were approved after 1990 and that ended by June 30, 1996.
Arrangements of less than 2 years duration are excluded, because
these typically focus on financial stabilization and would be expected
to have less emphasis on structural policies, including trade policy re-
forms. The cutoff point of mid-1996 was selected to ensure the avail-
ability of at least one staff report that follows the conclusion of the
arrangement to permit a proper assessment of performance under the
IMF-supported program. On this basis, 30 arrangements supporting
28 programs for 27 countries were reviewed, of which 16 arrange-
ments supporting 14 programs for 13 sub-5Saharan African countries
were included. These included arrangements under the EFF, SAF, and
ESAE® as well as two Rights Accumulation Programs (RAPs), and
four Stand-by Arrangements.

Ten-Point Classificaticn

The overall restrictiveness of trade regimes is assessed based on a
10-point scale, which combines measures of the trade restrictiveness of
import tariffs and NTBs. Five ranges are specified for import tariffs,
with the lowest range (0-10 percent) being the least restrictive and the

*The ESAF arrangements with Burundi and Rwanda, both of which began in 1991, are
excluded.
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Table 7. Classification Scheme for Overall Trade Restrictiveness

Nontariff Barriers

Open Moderate Restrictive
Tarifts
Cpen I 4 7
Relatively open 2 5 8
Moderate 3 & 9
Relatively restrictive 4 7 10
Restrictive 5 8 10

Source: IMF staff estimates.

highest range (25 percent and above) being the most restrictive. Three
categories have been specified for NTBs, ranging from open to restric-
tive. These categories are based on the number of sectors covered by
NTBs (whether NTBs are confined to a few sectors of the economy), on
the production (whether they cover entire stages of production) on
trade coverage of these barriers, and on their restrictiveness.

The five classifications of import tariffs and three classifications of
NTBs yield a 15-cell matrix. Within the matrix, the cells were converted
to a 13-point scale by assigning a relative ranking, from 1 to 10, repre-
senting the overall restrictiveness of the trade regime. The most open
import tariff and NTB regimes were assigned the number 1, and the
most restrictive tariff and NTB regimes were assigned the number 10.

Overall Trade Restrictiveness Classification

The following matrix (Table 7) illustrates the assignment of tariff and
NTB categories on the 10-point scale. This assignment places more
weight on restrictiveness of NTBs, which are inherently less transpar-
ent and more distortionary than tariffs.

The restrictiveness of the import tariff regime depends on many
factors, including the minimum and maximum tariff rates, the num-
ber of bands, the allocation of individual items to the bands, existence
of “exceptional” rates that lie outside the basic tariff structure, any
other duties and charges (such as differential rates of excise or VAT
taxes on imports, import surcharges, and statistical fees), and the ex-
tent of customs duty exemptions. The amount of information avail-
able on the tariff regime varies considerably among the countries. In
many cases, there was enough information to compute an average
tariff rate but insufficient information to assess the degree of tariff
dispersion or the prevalence of discretionary customs duty exemp-
tions (as opposed to statutory zero customs duty rates). In view of
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Table 8. Classification Scheme for Tariff Restrictiveness

Restrictiveness Average Tariff Range ()
Cpen 0 < £ < 10 percent
Relatively open 10<t«15 percent
Moderate 15 £t < 20 percent
Relatively restrictive 20 €1« 25 percent
Restrictive 25 percent or higher

Source: IMF staff estimates.

these limitations, the study adopted a pragmatic approach and uti-
lized the average import tariff rate as a basis for classifying the tariff
regime.?

The five-category ranking of average import tariffs is shown in Table
8. The five classifications are based on the average tariff rates of ali IMF
member countries.

Broadly equal numbers of IMF members fell into each of these
ranges based on the latest available information on average import tar-
iff rates. Alternative ranges were considered in connection with the re-
sults of the review, but did not have any significant impact on the ag-
gregate classifications of restrictiveness.

Countries employ a wide variety of restrictions on imports and ex-
ports other than tariffs, including import/export quotas, restrictive li-
censing, bans, state trading/monopolies, restrictive foreign exchange
allocation, and multiple exchange rates. Such measures in effect pro-
vide indirect subsidies to import-competing domestic producers in a
nontransparent manner. Information on the presence of NTBs and their
restrictiveness {as measured for instance by ad valorem equivalents®)

“The preferred approach was to use, where possible, an unweighted average based on
statutory tariff rates and including any other duties and charges applicable to imports. An av-
erage of statutory tariff rates is preferable to ar average based on customs duties collected
since the latter reflect (often extensive exemptions. An unweighted average is preferable to a
trade-weighted average since items with high tariffs would likely have small trade weights.
Other duties and charges should be included because these have the same restrictive effects as
tariffs.

*The ad valorem equivalent of an import queta is the rate of ad vatorem tariff that would
yield the same import quantity as the quota. There are many circumstances in which import
quotas and import tariffs are not equivalent, including where market structures are imper-
fectly competitive or where trading partners may retaliate against increases in tariffs or quo-
tas; see Bhagwati and Srinivasan (1983} for further discussion and references. Notwithstand-
ing these well-known theoretical difficulties, price-equivalents of NTBs are often computed by
comparing domestic with world market prices. Quantification of the price-equivalent of an ex-
part restriction is often accomplished in a similar manner.
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Table 9. Classification Scheme for NTB Restrictiveness

NTB Regime Classification Criteria

Open * NTBs are either absent or minor,
* Less than 1 percent of production or trade is subject to NTBs,

Moderate = NTBs are significant, covering at least one important sector of
the economy (e.g., agriculture or textiles} but not pervasive (for
example, alt consumer goods).

Between 1 and 25 percent of production or trade is subject to
NT8s.

Restrictive * Many sectors or entire stages of production (e.g., all consumer
goods) are covered by NTBs.
» More than 25 percent of production or trade is subject to NT8s.

Source: IMF staff,
MNote: NT8 denotes nontariff barrier,

may be limited;?* the review of previous studies on trade reform in de-
veloping countries below shows that others have faced similar difficul-
ties. In view of this, three ranges of NTBs*® have been utilized in this
study, as explained in Table 9.

While more trade variables (such as tariff dispersion or customs duty
exemptions) could in principle be included in the overall index of trade
restrictiveness, by adding dimensions to the 15-cell matrix, data diffi-
culties and added complexity strongly support the approach of omitting
these factors from the overall index. In principle, it would also be prefe-
rable to assess the effects of trade restrictions on prices and resource al-
location, but this is very difficult and time-consuming even for indus-
trial countries; it is infeasible for the countries analyzed in this review.
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The Revenue Implications 5
of Trade Liberalization

Liam P. Ebrill and Janet G. Stotsky

Trade liberalization is part of the global trend toward economic in-
tegration. In recent decades, many countries have dismantled trade
barriers to open their economies to international competition.! This
trend toward liberalization has promoted economic efficiency, interna-
tional competitiveness, and an expansion of trade.

Trade liberalization can take many forms, including unilateral liberal-
ization, multilateral liberalization, and liberalization in the context of
customs unions and free trade areas. Multilateral and regional trade
arrangements are drawing an ever-larger number of countries within
their scope (Harmsen and Leidy, 1994). The conclusion of the Uruguay
Round in 1994 and the establishment of the World Trade Organization
in 1995 provided a forum for advancing multilateral trade arrange-
ments, Regional trade arrangements have also been given new impetus
in recent years. Almost every region of the world has witnessed the es-
tablishment of a regional trade arrangement. For example, there are sev-
eral regional trade arrangements in sub-Saharan Africa. These include
the Central African Customs and Economic Union {UDEAC), the West
African Economic and Monetary Union (UEMOA), and the Cross-Bor-
der Initiative (CBI} among countries in eastern and southern Africa. Re-
gional trade arrangements are also forming in the Mediterranean region.
The European Union has recently launched a program to create a free
trade area with Southern and Eastern Mediterranean Rim countries.2

Note: In addition to the authors, Asegedech WoldeMariam contributed all tables and fig-
ures, and Reint Gropp confributed the case study on the Philippines and to the main text, Do-
minique Simard, the case study on Senegal, and M. Zuhtu Yucelik, the case study on Moroceo.
The authors also acknowledge valuable comments from George Abed, Michael Keen, Stephen
O Connell, colleagues in the IMF's Fiscal Affairs, African, Asian, and Middle Eastern depart-
ments, and participants in the Institute Conference. The opinions expressed in this chapter are
strictly those of the authors and do not necessarily reflect the official views of the International
Monetary Fund.

For an analysis of the economic benefits and costs of trade liberalization, see Krueger
{1995).

n North America, the North American Free Trade Area (NAFTA) has linked the United
States, Mexico, and Canada; Argentina, Brazil, Paraguay, and Uruguay have formed the
Seuthern Cone Common Market IMERCOSURY; and in East Asia, the ASEAN (Association of
Southeast Asian Nations} Free Trade Arrangement (AFTA} was established.

66
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Nevertheless, despite the obvious progress, trade barriers are still
pervasive. In some parts of the developing world, in particular,
economies remain insulated from the global economy through a vari-
ety of nontariff and tariff barriers, even as the philosophy of import
substitution continues to lose ground as a basis for economic develop-
ment. Arguments advanced against trade liberalization include that
trade taxes are needed to protect “infant industries,” and also to protect
domestic producers from “unfair” trading practices of other nations.?

In addition, trade liberalization can be stymied by the concern that it
will lead to a loss of tax revenues, and hence a worsening of the govern-
ment’s budgetary balance. This consideration can be especially impor-
tant if the country is already experiencing significant fiscal imbalances,
as has been the case with a number of developing countries.* Moreover,
for many developing countries, taxes on international trade are a large
{and sometimes the largest) source of government revenue. This is par-
ticularly the case with sub-Saharan African countries {see Table 1 and
Figures 1 and 2), where international trade taxes accounted for 5.0 per-
cent of GDP (using an unweighted average over all the countries)?

This chapter focuses on the revenue implications of trade liberaliza-
tion, a topic which has yet to receive much attention.® Despite being
typically a suboptimal way to raise revenue,” trade taxes are often jus-
tified on fiscal grounds in addition to providing protection to domestic
producers. However, the revenue implications of trade liberalization
depend on how trade reforms are implemented. Some trade reforms
improve the structure of protection but may not necessarily lower
overall nominal tariff rates. For example, if the sequencing of trade re-
forms initially favors: (1} the tariffication of quantitative restrictions;
(2) the reduction or elimination of exemptions; (3) higher compliance
and reduced incentives for smuggling through lower tariff rates; and

Kee Escolano (1995), Subramanian, tbrahim, and Torres-Castro (1993}, and Farhadian-Lorie
and Katz (1988).

“For example, the group of African countries that entered into SAF or ESAF arrangements
with the IMF during the 1980s and 1990s had overall fiscal deficits averaging more than 9 per-
cent of GDP in their respective preprogram years. See Abed and others (1998).

SIn interpreting these numbers, note that it is not always possible to obtain a clean separa-
tion of customs tariffs per se from other indirect taxes, such as excises and sales taxes, that are
also collected at customs (e.g., Benin, Burkina Faso, Mali, and Tanzania).

sExceptions include Blejer and Cheasty (1990); Datta-Mitra (1997); Greenaway and Milner
(1991); IMF (1997); Mitra {1992}, Rajaram (1994}); and Tanzi {1991).

TWhile the optimal tax/tariff solution depends on the range of tax instruments available to
the government and the structure of the economy, for one benchmark case {that of the small
open economy with the full range of commodity taxes available and no other distortions), the
solution to the optimal tax problem has ro role for tariffs due to the desirability of ensuring
production efficiency {for example, Dixit and Norman, 1980).
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{4) increased minimum tariff rates to reduce tariff dispersion, such re-
forms could be consistent with an increase in trade revenues. In con-
trast, if trade reforms entail lowering of nominal tariff rates, then a de-
crease in trade revenues is more likely; though expansion of the import
base as a result of lower tariffs, the often accompanying devaluation of
the currency, and faster growth, may buoy trade tax revenues.

The ability to reduce the taxation of international trade while main-
taining adequate overall revenue collections also depends on both a
well-functioning system of domestic taxation and effective tax and cus-
toms administrations. This chapter accordingly also reviews the role
played by the domestic tax structure and tax and customs administra-
tions in influencing the pace of trade liberalization and suggests a set
of best practices for domestic tax reform, which over time would per-
mit a reduction in a country’s reliance on international trade taxes.
Nonetheless, even if reforms are implemented expeditiously, signifi-
cant shifts in the structure of revenues will emerge only over prolonged
periods of time. The combination of the level of economic development
and associated economic structure will tend to be the preponderant in-
fluence on the tax system that typically emerges. Only as domestic pro-
ductive capacity (and hence the domestic tax base) grows and broad-
ens and administrative capacities improve will a major shift from
internationa) trade taxation to domestic taxation occur.

The remainder of the chapter is organized as follows. The second sec-
tion examines the revenue implications of trade liberalization, drawing
on case studies of Malawi, Morocco, the Philippines, and Senegal. The
third section examines trends in tax collections on international trade.
The fourth section concludes. The appendix presents the case studies.

Revenue Implications of Trade Reform

Economists typically favor a sequencing of trade liberalization re-
forms, with quantitative restrictions and other nontariff barriers to
trade being liberalized first, followed by tariff reform, including a re-
duction in both the number and dispersion of tariff rates, and an over-
all reduction in the levels of tariffs. By focusing initially on the removal
of nontariff barriers, it may be possible to preserve the revenue yield
while at the same time reducing the severe distortions associated with
nontariff barriers.? In practice, however, there is no specific observed

3For example, in addition to not providing revenue to the budget, quotas are associated with
wasteful rent-seeking activities that would typically be mare significant than the excess bur-
den distortions associated with traditional tariffs.
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pattern to liberalization, and some countries have pursued alternative
sequences or only chosen to liberalize certain aspects of the trade
regime. What are the economic consequences and revenue implica-
tions of the disparate elements of trade liberalization?

Reform of Quantitative Restrictions

Reducing quantitative restrictions is typically a high priority of
trade liberalization. In their study of countries undergoing World
Bank-assisted trade liberalization, Papageorgiou, Choksi, and
Michaely (1990) conclude that half of strong liberalizations included
significant reductions in quantitative restrictions and that this was a
critical ingredient for success, facilitating an overall high success rate.
Liberalizations that did not include a significant element of reduction
of these restrictions had a much lower rate of success.

Takacs (1990} outlines the different methods of liberalizing import
quotas. These include: (1) raising quota ceilings on imports to allow
the volume of imports subject to the quota to rise in gradual fashion
until the quota is raised to a nonbinding level; (2) converting quotas
into equivalent tariffs with the ultimate goal of reducing these tariffs
{in theory, the equivalent tariff is set at a rate equal to the percentage
difference between the domestic price and the import price under the
quantitative restriction, though, in practice, it may be difficult to es-
tablish the equivalent tariff}; {3} auctioning licenses or permits to im-
port a specific quantity of the item (the number of licenses can then be
gradually increased or these licenses can be converted into tariffs); and
{4} converting quotas to tariff quotas (i.e., there are two rates of tar-
iffs—a lower rate applied to some volume of imports and a higher,
often prohibitive, rate applied to any imports above that volume) and
then reducing the tariff rates.

Of course, quantitative restrictions take many forms other than quo-
tas, including bans, restrictive practices for import licenses, state trad-
ing monopolies, and so forth. In addition, in many countries, limits on
the ability to buy foreign exchange constrain imports (at least through
formal markets). These controls often give rise to black markets in the
currency, where purchasers pay a significant premium over official ex-
change rates to obtain controlled foreign exchange. These restrictions
have serious efficiency and distributional implications for markets, es-
pecially by encouraging rent-seeking activities.

Some of the patterns of quantitative restrictions have been regional.
For example, in CFA franc zone countries, these restrictions generaily
took the form of bans, quotas, import licenses, and state trading mo-
nopolies. In non—CFA franc zone sub-Saharan African countries, for-
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eign exchange controls have been especially prevalent. In their review
of trade liberalization in Africa, Dean, Desai, and Riedel (1994) note
that, in almost all non-CFA franc zone countries, highly overvalued
exchange rates (with large black market premiums) and extensive re-
strictions on the allocation of foreign exchange were the principal
trade barriers and that initial reforms emphasized the liberalization of
the foreign exchange market.

Although liberalizing quantitative restrictions is generally the first
step in trade reform, it is unusual for countries to liberalize all quanti-
tative restrictions at once. Typically, countries liberalize these restric-
tions over some period of time to minimize disruptions to the domes-
tic economy, which could generate political problems, and to prevent
a sudden surge in imports that could lead to balance of payments
problems. Often quantitative restrictions are reduced or eliminated
first on raw material and intermediate goods and other goods that are
not viewed as competing with domestic production, as in reforms in
sub-Saharan Africa in the late 1980s and early 1990s. These reforms are
then typically extended to final goods, including those competing with
domestic production.

The elimination of quantitative restrictions and other nontariff bar-
riers to trade is likely to have a significant effect on trade tax revenues,
though the channels will differ, depending on the nature of the re-
striction and on the manner of the elimination. Taking the example of
quotas, even with no change in the level of imports, tariffication of
quotas (or auctioning of licenses) would be likely to lead to an increase
in revenues as rents are transferred from domestic producers to the
government in the form of trade tax revenues. The application of tar-
iffs to imports would also increase the base of other indirect taxes
levied on these goods (though there might be offsetting revenue ef-
fects of these price increases in the economy and further indirect
effects).

The other methods of liberalizing quotas described by Takacs
(1990) would increase revenues primarily through an increase in the
volume of trade. In the absence of tariffication, the response of trade
volumes to the elimination of quantitative restrictions would depend
first on the difference between the equilibrium market price and the
shadow price at the restricted level. If the restrictions were only partly
eliminated or relaxed, then the response would depend on the degree
to which the constraints were relaxed. The larger the difference be-
tween the equilibrium market price and the shadow price at the re-
stricted level, the greater the likely response of imports. If the restric-
tions were tariffied rather than just eliminated, then the response
would depend on how closely the tariff-inclusive price matched the
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shadow price at the restricted level. The elimination of foreign ex-
change controls or the relaxation of restrictive licensing practices
could similarly result in dramatic changes in the trade environment,
possibly leading to an increase in imports and revenues from
imports.

All the case studies provide evidence that a high priority was
assigned to attacking quantitative restrictions, at least as a policy
objective, though the pace and nature of that reform appears inter alia
to have reflected revenue concerns. Both Malawi and Senegal pursued
a strategy in the late 1980s and 1990s that stressed bolstering the
domestic tax system and moving less rapidly with the outright
elimination of quantitative restrictions. Nonetheless, there was
progress in reducing such restrictions. Malawi’s trade liberalization
program in the late 1980s included a program to eliminate foreign
exchange rationing. Similarly, Senegal embarked in 1986 on a phased
reduction in quantitative restrictions, focusing initially on goods not
produced locally. In contrast, the Philippines was notable for a focus
on the tariffication of quantitative restriction during the initial phases
of its trade liberalization efforts. Finally, in the case of Morocco,
reflecting a trade liberalization strategy adopted in 1983, reforms
included a gradual elimination of quantitative restrictions on imports
and the abolition of import deposit requirements.

The effect of relaxing quantitative restrictions on import volumes
and revenues alsc depends on the flexibility of administrative
capabilities. Without adequate reform, customs administrations
could be incapable of handling the possible surge in imports and also
of adapting their processes to focusing on certifying the value of im-
ports rather than just the validity of licenses to import and volumes
of imports, as would be necessary under a system where most trade
was limited by quantitative restrictions (Tanzi, 1994). The importance
of complementary customs administration reforms is a point that has
often gone unnoticed in trade reform programs. Malawi and Mo-
rocco both undertook trade liberalization without first improving
customs administration. Only recently have both countries made
customs administration reform a central component of trade
liberalization.

Tariff Reform

In addition to the elimination of quantitative restrictions (or in the
absence of quantitative restrictions), the other major element of trade
reform is typically the rationalization and reduction of tariff rates.
There are several distinct issues to consider.
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Characterization of Tariff Structures

Tariff structures are often rather complex and resist easy characteri-
zation by summary measures, thereby complicating any analysis of
the revenue implications of tariff reductions (Dean, Desai, and Riedel,
1994). Unlike most broadlyv based domestic taxes, tariff schedules may
contain dozens of different rates, ranging from zero to several hundred
percent. For imports, the unweighted average of tariff rates is often
taken as the simplest measure of the importance of tariffs. A simple av-
erage, however, does not accurately gauge the overall importance of
trade taxes. For instance, there may be a few very high rates that apply
to only a small volume of trade, introducing an upward bias to the av-
erage. A weighted average of tariff rates {or the collected tariff rate),
where the weights are the shares of imports at each rate in total im-
ports, may be a more suitable alternative measure, but it suffers from
the important drawback that imports facing a high tariff are likelv to
be demanded in reduced quantity, introducing a downward bias to the
measure. (This measure offers only an ambiguous measure of liberal-
ization, because in fact it could rise even with a reduction in nominal
tariff rates if exemptions were reduced or compliance improved.) An-
other useful summary indicator of tariff structure is the dispersion of
the tariff rates. Some schedules mayv have rates that show relatively lit-
tle dispersion around an average value, while others show consider-
able dispersion. The dispersion is often useful as a supplement to the
average rate, because a low average rate could mask large dispersion
in rates, and hence large differences in effective protection across
goods.

Compticating measurement, in many countries there may be a con-
siderable difference between explicit tariff rates and implicit tariff rates
because of institutional features of the trade regime that distort mea-
surement of import value. For example, where foreign exchange con-
trols apply. the official exchange rate may differ from the exchange rate
determined in the secondary (or black) market. Tariffs may be applied
to import values at the official rate of exchange or at some other ex-
change rate, depending on the source of the funds used for importa-
Hon. This may result in implicit tariffs on market values of goods being
considerably different from the explicit tariffs applied to the good. In
some countries, imported goods are valued at reference prices set by
the government. Although these prices are presumably set to reflect
market value, often they do not, and this also may create a divergence
between implicit and explicit tariffs. Tariff reform may be undertaken
at the same time as reform of exchange rates and reference prices, and
hence changes in explicit tariffs may be a misleading indicator of
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changes in implicit tariffs because of changes in the valuation of the
base of the tax. In practice, it may be difficult to separate these con-
founding influences.

Reductions in Tariff Levels

The effect of tariff reductions on revenues depends on the levels and
coverage of existing tariffs, and on the extent to which they are
reduced. The precise impact on revenues is difficult to predict because
it depends on complex economic responses. If import values are
unchanged, the immediate effect of a reduction in tariff rates is to
lower revenues (if trade taxes are included in the base of domestic
taxes on imports, then this reduction in trade taxes is accompanied by
a reduction in excise and VAT collections levied on imports, though
possibly with some offsetting revenue effects elsewhere in the
economy), This potential loss of revenue is often at the root of opposi-
tion to reducing tariffs.

However, the value of imports can be expected to change in
response to tariff reductions, with the magnitude of that change
depending directly on the price elasticity of demand for imports. Since
imports include a broad category of goods, it is hard to generalize
about the price elasticity of demand. Imports of final consumption
goods are likely to be more price elastic than imports of intermediate
and raw materials. In many developing countries, imports of
consumer goods constitute only about 10-20 percent of total imports.
The aggregate elasticity of demand is therefore likely to be low in the
short term, so that a reduction in tariffs is likely to lead to a revenue
loss. To the extent that low imports of consumer goods reflect the effect
of high tariffs, however, the aggregate elasticity of demand could be
higher than the existing pattern of imports would suggest.

The response of import values also depends on the price elasticity of
supply of import substitutes. The less elastic is this supply, the smaller
the reduction in output for a given fall in price and hence the smaller
the increase in import values. Therefore, a combination of inelastic
price elasticities of demand for imports and supply of import
substitutes implies relatively little increase in import values in the
short term. Moreover, since price elasticities of dermand and supply
typically are not constant over the entire range of prices, the starting
point for tariff reform is also likely to affect economic responses. For
instance, the elasticity of demand is likely to be higher at high tariffs
than at low tariffs. Indeed, if protectionist motives dominate the
setting of tariff rates, then tariffs may more plausibly be above their
revenue-maximizing levels.
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Although the potential revenue effects of tariff reductions have been
cast in terms of elasticities, the observed responses on any occasion
will depend, inter alia, on the macroeconomic environment, and in
particular on the supporting macroeconomic policies. This point is un-
derscored by the case studies {discussed below), all of which stressed
tariff reductions in their reform programs, though with mixed success,
in part due to differing circumstances. Morocco was notable for its suc-
cess in reducing the collected tariff rate,” which declined from 26.3 per-
cent in 1980 to 14.9 percent in 1995—the success in this case owes
much to the manner in which improved stabilization policies sup-
ported an opening of the economy, resulting in strengthened revenue
performance, which allowed the rates to decline. In contrast, Senegal’s
early trade liberalization efforts in the mid-1980s faltered in the face of
weaknesses in macroeconomic management and stagnant trade, and
as a consequence tariff reductions were accompanied by serious rev-
enue shortfalls, which subsequently led to a reversal of the tariff cuts.
Senegal’s second phase, implemented in conjunction with the 1994 de-
valuation of the CFA franc, was much more successful. Reduced re-
liance on trade taxes in the Philippines has at times been constrained
by the weakness of domestic tax mobilization. The tariffication of quo-
tas has already been noted. In addition, the Philippines imposed a tem-
porary import surcharge in the early 1990s. As a result, the collected
tariff rate declined only slightly from 16.7 percent in 1985 to 14.4 per-
cent in 1995, Finally, Malawi imposed a temporary export levy in the
same period to address revenue shortfalls that compromised trade lib-
cralization efforts.

Reduction in Tariff Dispersion

As already noted, reducing the dispersion of tariffs is often an ob-
jective of tariff reform. There are many different wavs in which the dis-
persion of tariffs could be reduced. If tariff reform reduced the disper-
sion of the tariffs around an average value by lowering the higher
tariffs and increasing the lower tariffs, the revenue effects would de-
pend in part on which goods were affected by these changes. If those
goods on which tariff rates were being reduced were relatively price
elastic in demand compared with those on which tariff rates were
being raised, then reducing the dispersion (leaving the average rate
unchanged} could raise revenues. In some cases, a reduction in the dis-
persion of tariffs could be achieved by increasing the minimum rate,

“This is measured as the ratio of import tax collections o import valoes,
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which could imply some overall increase in the average rate (at least
temporarily), increasing the chances that the reforms would increase
revenues.

Reducing the dispersion of tariff rates could also influence revenues
by reducing tax evasion. Taxes that are levied at a uniform rate tend to
minimize evasion and administrative difficulties, especially by reduc-
ing opportunities for mistakes and misclassification. Reducing the dis-
persion of tariff rates could also enhance economic efficiency by equal-
izing protection across goods. However, there would not seem to be
any a priori reason to expect that reducing dispersion would necessar-
ily have a large effect on revenues, except where there was a significant
increase in the level and /or coverage of the minimum rate.

Related to dispersion, tariff consolidation and simplification are also
often goals of trade reform. It is common to find that countries have
many overlapping levies on imports, including tariffs, surcharges,
fees, and stamp duties. One goal of trade reform is to rationalize and
simplify this system, so that the overall charge on imports is transpar-
ent. Although simply consolidating many levies into one would not
necessarily change revenues, by reducing administrative burdens, it
might lead to lower evasion.

Again, the case studies provide numerous examples of the high pri-
ority that in practice has been accorded to reducing tariff dispersion
and consclidating tariff structures. In the late 1980s, Malawi reduced
the range of tariffs from 0-220 percent to 0-45 percent—by August
1997, the maximum tariff rate had been reduced to 35 percent. In its
early reform efforts, Morocco considerably simplified and rationalized
overly complex tariff schedules—the maximum tariff rate was reduced
from 400 percent in 1982 to 60 percent in 1984, and the number of tar-
iff bands was reduced from 47 in 1980 to 6 in 1996. Similarly, Senegal
made progress in rationalizing its tariff structure. The Philippines had
originally focused on the tariffication of quotas, which tended to mili-
tate against a reduction in measured tariff dispersion, but has more re-
cently also successfully lowered tariffs.

Impact of Tariff Reform on Tax Evasion

A reduction in tariff rates may influence compliance with customs
and tax laws. The extent of tax evasion is directly related to the poten-
tial benefits from evasion, which is reflected in the marginal tax rate on
goods subject to tax (Tanzi and Shome, 1993). The lower the tariff, the
lower the marginal benefit from tax evasion. Many costs are associated
with customs evasion, including the need to find alternative (often
more expensive) routes to avoid customs check posts, to package
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goods to conceal their presence or their true value, and to bribe corrupt
officials; the lack of proper invoices for subsequent use of the goods,
such as crediting under a VAT; and punishment, if caught. The reduc-
tion in the marginal benefit of evasion is likely to lead to a lower level
of evasion where marginal benefits are again equal to the marginal cost
of evasion. Evasion of customs duties is a pervasive feature of most
countries with high tariffs; and revenue losses, as a result of a reduc-
tion in tariffs, would be mitigated to the extent that evasion also falls.

Export Taxes

The elimination of export taxes is also a goal of trade liberalization.
Nevertheless, in some developing countries they can make up a sig-
nificant component of trade tax collections. Typically, they are levied
on primary commodities where there are relatively few exporters, and
they represent an important component of national output. There are
several arguments for export taxes. First, they may be a substitute for
income taxation, where the domestic tax administration is poor and it
is difficult to collect revenues from large producers of exportable com-
modities. Second, they may tax windfall gains from changes in inter-
national prices of commodities. Third, they may reduce supply and in-
crease prices for the commodity. Export taxes are mainly an expedient
means of raising revenue, since improvements in the domestic tax sys-
tem would yield a more desirable tax system.

Export taxes often take the form of explicit tariffs on exports, levied
as a combination of a basic tax, tied to a reference price, and a pro-
gressively rising rate on price increments. They may also take the form
of implicit tariffs. Certain practices may give rise to implicit tariffs. Ex-
amples include overvalued exchange rates or a multiple exchange rate
system, foreign exchange surrender requirements at overvalued rates,
or the use of marketing boards for exports, which do not pay produc-
ers market prices. The use of implicit taxes may distort the overall pic-
ture of revenues in that they are not recorded under revenue collec-
tions, though they certainly influence the ability and willingness to
pay other taxes.

Given that export taxes are often substitutes for domestic income
taxes, their successful elimination will be more likely if implemented
as part of an overall tax reform package to broaden the base for taxes.
In Africa, progress in eliminating export taxes has been mixed. A sig-
nificant achievement of tax reform in Uganda was the elimination of
the coffee export tax. In Kenya, the reform package included the elim-
ination of export taxes on commodities and manufactured products.
In a few countries, however, export duties were reintroduced or main-
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tained as a proxy for an income tax in hard-to-tax agriculture
(e.g., Cote d’Ivoire and Ghana). As regards the case studies, in
Malawi, the opportunity to capture windfall gains on the depreciation
of the currency and a deteriorating revenue performance led to the
imposition of an export levy on certain agricultural exports, though
its introduction was accompanied by a plan to phase it out, which
took place in 1998. In Morocco, the ad valorem taxes levied on exports
were abolished in 1995, leaving only raw phosphate exports subject to
a specific tax.

Regional Trade Arrangements

Trade liberalization is frequently undertaken in the context of re-
gional trade arrangements. These arrangements lower tariffs between
members but do not lower them for countries outside the arrange-
ment. The trade-creating and trade-diverting implications of such
agreements are well known. In that connection, Foroutan {1993, p. 255)
argues that revenue considerations in trade liberalization clash with
the conditions that minimize the likelihood of trade diversion, and
that this concern is of particular importance to sub-Saharan African
countries. The conditions for minimizing the likelihood of trade diver-
sion are that the partners have extensive trade links and that they de
not raise their trade barriers relative to the rest of the world. But the
stronger the trade links between the partners, the greater the likeli-
hood of a revenue loss from trade integration, and any loss is more
likely to be met by raising tariffs to the rest of the world. This would
enhance the trade diversion effects of integration. As a result, concerns
about revenue losses from trade liberalization may make trade-creat-
ing trade arrangements less likely and trade-diverting arrangements
more likely. So far, sub-Saharan Africa does not appear to have experi-
enced significant benefits from regional trade arrangements, apart
from some discipline having been imposed on the underlying trade
liberalization strategy.

Taking examples from the case studies, Malawi’s trade reform ef-
forts in recent years have been guided by its participation in regional
trade initiatives, principally the Cross-Border Initiative. The CBI calls,
inter alia, for members to dismantle quantitative restrictions on a reci-
procal basis and to establish a common external tariff by 1998. Mo-
rocco currently faces the fiscal challenge posed by its recent (February
1996) Association Agreement with the European Union (AAEU) of re-
moving all tariffs on industrial goods imports from the EU during 12
years. To appreciate the scale of the challenge, one estimate (Abed,
1997) is that the revenue losses Morocco will experience as a result of
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the AAEU could amount to 2-2.6 percent of GDP by the end of the 12-
year transition period.’®

Additional Aspects of Trade Liberalization

There are additional aspects of trade liberalization that clearly bear
on the revenue implications of such liberalization but whose revenue
implications are hard to quantify.

Tariff Exemptions

The tax base is often eroded by extensive exemptions from tariffs. In
a study of several developing countries, Pritchett and Sethi {1994)
found that there was only a weak relationship between statutory tariff
rates and collected tariff rates (measured as the ratio of import tariff
revenue to import values). They argued that as tariff rates rise, im-
porters put more effort in gaining exemptions, so that revenue collec-
ticns do not increase in proportion to the increase in tariffs (which im-
plies the converse—that reducing very high tariffs does not always
lead to a proportionate fall in revenues). As a consequence, eliminat-
ing tariff exemptions can contribute to trade reform by broadening the
tax base. In addition to their direct impact on revenues, when exemp-
tions become more prevalent, the opportunities of diversion of exempt
products to nonexempt uses also grows, further contributing to a
lower rate of compliance. Typically, exemptions apply to international
organizations, diplomats, expenditures related to aid projects, govern-
ment, foreign joint ventures, and other favored clients.

Implicit Quotas and Taxes

Modern forms of protection, in the form of voluntary export re-
straints and antidumping provisions, are essentially like implicit quo-
tas and implicit or explicit taxes. By limiting volumes, voluntary ex-
port restraints function as implicit quotas, with the same distorting
effects on trade, prices, and revenues (though there is some presump-
tion that the implicit revenue accrues to exporters rather than im-
porters in the case of quotas). These restraints limit the volume of im-
ports and hence tax revenues from imports. Antidumping provisions,
which may go into effect when the prices of exported goods are

"“The range reflects aiternative assumptions about how much Moroceo substitutes nor-EU
imports for EL) imports.
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deemed to be lower than the “market” value of those goods, often take
the form of duties levied on the offending goods. These duties would
not be different from explicit duties in their effect on revenues. They
do, however, create different incentives for producers, in that they can
be avoided by upward adjustments in the price of goods. As produc-
ers adjust upward the prices of exports to avoid antidumping provi-
sions, tax revenues would diminish. The resulting higher prices could
be seen as imposing an implicit tax on consumers, with the revenue ac-
cruing to the foreign firms.

Indirect and Interactive Effects

Trade liberalization can interact with the domestic tax system and
the macroeconomic environment with implications for the overall
budgetary situation.

Import Composition and Econemic Growth

Both relaxation of quantitative restrictions and tariff reforms may lead
to considerable changes in the composition of imports. If trade reforms
diminish the share of import-substituting industries in the economy,
then imports of these goods will increase. If these goods are taxed at a
higher rate than intermediate goods and other inputs, then this might
induce an increase in revenues. If liberalization stimulates a higher share
of investment or exports, this may reduce tax bases (since investment
and exports are usually more lightly taxed than consumption and im-
ports). In the medium to long term, liberalization should stimulate a
higher rate of economic growth, and this should expand all potential tax
bases. Investment and exports should lead to higher levels of income,
which in turn are linked to higher levels of consumption and imports.
But the improvements in productive efficiency of domestic suppliers
may lead to lower import volumes than there otherwise would be.

Role of Domestic and International Trade Taxes

Domestic indirect taxes may reinforce protective elements of trade
taxes. There are several distinct channels, One is through the differen-
tial application of excises and VAT to imports and domestic produc-
tion. As taxes on domestic consumption (rather than production), ex-
cises and VATs should be applied equally to both imports and
domestic production. Differential application of VATs te imports and
domestic production is rare, Generally, the same rate of tax is applied
to the relevant tax base, though in a few cases, surcharges may be
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added onto the VAT on imports. For instance, in Malawi, until
1992/93, the surtax (a broadly based sales tax) effectively taxed im-
ported goods competing with domestic goods at a higher rate than
domestic goods to reinforce the protective effect of import duties. This
differential was eliminated that year, in combination with an upward
adjustment in import duty rates on imported goods previously carry-
ing the higher effective surtax rate as an offset.

Differential application of excises to imports and to domestic pro-
duction is more common. Unlike other taxes, excise taxes may fre-
quently be levied on a specific basis, as opposed to an ad valorem
basis. One way in which excisable goods are treated in a differential
fashion is to apply a different basis for taxation to imports than to do-
mestic production. For instance, in some countries, excises on domes-
tic production are levied on an ad valorem basis and on imports on a
specific basis. The opposite may also be found. Or both taxes may be
levied on a specific or ad valorem basis but at different effective rates.
For instance, in some former Soviet Union countries, excises were
levied on domestic production on a tax-inclusive basis, while they
were levied on imports on a tax-exclusive basis but at the same ad va-
lorem rate. Since the tax-exclusive rate that would correspond to a tax-
inclusive rate is much higher, domestic production was effectively
taxed at a much higher rate.

Some countries apply two different schedules of excise rates, levying
lower rates on imports than on domestic production. For instance, in
some Commonwealth countries, excise taxes apply only to domestic
production. In some cases, import duties can be adjusted to compen-
sate for this differential treatment of imports and domestic production,
but in practice, this adjustment is unlikely to eliminate the differences
completely and is equivalent to reducing the protective element in
trade taxes. Some countries levy higher rates on imports than on do-
mestic production for the purpose of adding to protective elements in
trade taxes. For example, in Poland, excise tax rates on some items are
5 percent higher on imports than on domestic production. An excise tax
levied at a higher rate on imports than on domestic production is eco-
nomically no different from levying a higher tariff and then equivalent
excise taxes (the exact equivalence depends on the rates). Customs du-
ties on goods that are not produced domestically are equivalent to ex-
cises and should be explicitly brought under the domestic tax system.

Interactions with Accompanying Policies

Tax and customs administration reform is an essential component of
trade liberalization since without improvements in the structure and
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administration of the tax systemn, it is not possible to reduce success-
fully the reliance on international trade taxes. Examples of where re-
form of customs administration has bolstered revenues include Burk-
ina Faso and Uganda.

Box 1 provides an outline of critical reforms to improve tax structure
and administration in low-income countries with special reference to
sub-Saharan Africa. In recent years, several African countries have un-
dertaken reform of the tax system. The most successful has been Benin,
which has significantly raised its tax share in GDP, though other coun-
tries have made substantial progress {Abed and others, 1998}. In many
countries facing fiscal imbalances, near-term or immediate measures
have sometimes been resorted to so as to mobilize revenues until the
important structural reforms take effect. For example, an important
component of Kenya's fiscal reforms was a package to change the tar-
iff system to lower the average rate of effective protection, reduce the
dispersion of rates, phase out export duties, and enhance the trans-
parency of the structure of internaticnal trade taxation in general.
However, the authorities also planned to introduce a presumptive tax
of 5 percent on the value of gross sales of agricultural products to off-
set the revenue loss from the elimination of the export tax on coffee
and tea.

As regards the experience in the case studies, it is instructive that all
the countries recognized the importance of broadening the base for
taxation as part of an overall package to liberalize their economies. In
the late 1980s, Malawi embarked on a program to reform both the tax
system and tax and customs administration—and greater success was
achieved in attaining the objective of broadening the tax base and low-
ering marginal tax rates than in bolstering tax and customs adminis-
tration. Trade liberalization in Morocco, for example, has been accom-
panied by gradual improvements in both tax structure and tax and
customs administration, with the introduction of a VAT in 1986 and
more recently a complete overhaul of the tax and customs administra-
tions. In the Philippines, there was considerable progress in reforming
both direct and indirect taxation, the latter through the introduction of
a VAT however, there was less progress in bolstering tax administra-
tion. Paralleling the experience of other countries, Senegal has been
successfully refining its VAT (reducing the number of rates and ex-
panding the base} to bolster revenue mobilization.

Interactions with Macroeconomic Developments

The economic adjustments to trade liberalization may also include
significant changes in the macroeconomy as well. Often trade reform
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Box 1. Best Practices for Taxes and Tariffs

Theoretical and practical considerations have yielded a set of “best
practices” in tax and tariff systems in developing countries (Abed, 1997).
“Best” tax systems are those that cause a minimum of distortion in the al-
location of resources, are equitable, and are relatively easy to administer.

In practice, comprehensive tax and tariff policy reforms typically in-
clude most or all the following key elements:
® The introduction or strengthening of a broadly based consumption

tax, notably a VAT, preferably with a single rate and minimal exemp-

tions, and a threshold to exclude the smaller enterprises. Although

VATs are often initially applied to manufactures and imports, they are

typically subsequently extended to the distribution sector and agricul-

tural inputs. Excise taxes should be levied at ad valorem rates (unless
there are particularly severe problems with valuation) and restricted to

a limited list of products, principally petroleum products, alcohol, and

tobacco and some luxury items. VAT and excises should be applied

equally to imports and domestic products.

* Taxes on international trade should play a minimal role. Import tariffs
should have a low average rate and a limited dispersion of rates to re-
duce arbitrary and excessive rates of protection. Exporters should have
duties rebated on inputs used for producing exports. Export duties
should generally be avoided, though at times these taxes have been de-
fended as expedients for income taxes in hard-to-tax sectors such as
agriculture.

¢ The personal income tax should be characterized by only a few mar-
ginal tax brackets and a moderate top marginal rate; limited personal
exemptions and deductions; a standard exemption that excludes per-
sons with low incomes; and extensive use of final withholding. The cor-
porate income tax should be levied at one moderate rate. Depreciation
allowances should be uniform across sectors. There should be little use
of tax incentives.

® The reforms above may be usefully complemented in some countries
by the introduction of a simplified tax regime for small businesses and
the informal sector.

e Tax and customs administration reforms should modernize systems
and procedures. Simplification of the tax and tariff system provides
strong support for administrative reforms. Typical reforms stress the re-
organization of tax and customs administrations along functional lines;
the adoption of effective procedures for a national system of unique
taxpayer registration numbers; strengthening audit and enforcement
and improved taxpayer services. Computerization is generally a central
component of reform along with upgrading the skills of tax and cus-
toms officers and providing them with administrative autonomy and
pay incentives.
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is accompanied by a fall in the real value of the domestic currency. If
trade balances initially worsen with tariff reductions, this may lead
to depreciation of the currency. In many cases, trade reform is ac-
companied by an intentional devaluation of the currency, such as in
the CFA franc zone countries in 1994. In general, the effect of a fall in
value of the currency on trade tax revenues is ambiguous since it has
offsetting effects on prices and quantities, and other important ef-
fects elsewhere on the budget and in the economy (Tanzi, 1991}.
From the revenue perspective, the reduction in value of the currency
raises the domestic currency value of a given volume of imports.
Since taxes are levied on domestic value, this would tend to increase
revenues. The fall in the value of the currency also tends to decrease
import volumes, hence this would limit any potential expansion of
the base. The price elasticity of demand again critically influences
the ultimate value of the base and hence revenues. If aggregate de-
mand is inelastic, then depreciation of the currency is likely to in-
crease revenues.

The 1994 devaluation of the CFA franc underscores the importance
of the circumstances surrounding a change in the value of a currency
for tax revenues. The CFA franc had been at a relatively appreciated
level for some time before the devaluation, with a low level of eco-
nomic activity leading to a compression of imports. Accordingly, when
the currency was devalued as part of an overall adjustment package,
the result was a sharp increase in imports; this surge had a positive im-
pact on revenues.lt

Summary and Complementary Evidence

To sum up the conclusions of this section, it is clear that some forms
of trade liberalization are more likely to enhance revenues than others.
Tariffication of quantitative restrictions or auctioning of licenses to im-
port are sure ways to increase revenues by transferring rents from for-
eign producers and domestic importers to the government. The re-
moval of quantitative restrictions is also likely to increase revenues
simply by increasing volumes of trade, though the extent of increase
would depend critically on how binding these restrictions were. The

The CFA franc devaluation was also associated with a series of [MF-supported adjustment
programs for the countries involved. As it happened, the increases in the trade values in re-
sponse to the devaluation were overestimated, in part because the devaluation had been
widely anticipated. There is also some evidence of over-importing before and under-import-
ing after the devaluation (Clément and others, 1995},
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reform of the tariff structure is more mixed in its likely effects on rev-
enues. Reduction of tariffs is likely to reduce revenues; but to the ex-
tent that it 1s accompanied by measures to reduce exemptions and that
it stimulates greater levels of trade, revenues may not fall and could
even rise, over some medium-term horizon, especially if the initial
level of tariffs is high. Regional trade arrangements and the nonuni-
formity they create in tariff barriers alter simple notions about the
likely economic responses to tariff changes. Reducing the dispersion of
tariffs is not likely to have a strong effect on revenues, though this
would depend to some extent on whether it is accompanied by an in-
crease in a minimum tariff rate and the elasticities of demand and sup-
ply that apply to the different goods on which tariffs are being ad-
justed. New forms of trade barriers, such as voluntary export restraints
and countervailing and antidumping duties, may lead to less reduc-
tion in trade barriers than explicit reductions in quantitative restric-
tions and tariffs might suggest. But at the same time, countervailing
and antidumping duties could serve to maintain revenue collections.
The ability of domestic markets to adjust to the new trade regime and
the ability of the domestic tax and customs administrations to admin-
ister the tax system in a changed environment are likely to influence
revenue collections and the ability to sustain reforms. The interaction
of reforms in the trade system with broader macroeconomic develop-
ments is also critical. In their analyses of the revenue implications of
trade reform, Blejer and Cheasty (1990} and Tanzi (1991) both conclude
that ultimately these are an empirical matter.

In an empirical case-study approach in which they analyze the rev-
enue implications of World Bank-supported structural adjustment
loans, Greenaway and Milner (1991) conclude that a range of cutcomes
is possible, depending upon the initial conditions and the components
of the reform package. In a recent study examining the connection be-
tween reform of trade taxes and domestic taxes in World Bank pro-
grams, Rajaram {1994) examines whether the revenue effects of tariff
reform proposals were anticipated and complemented by other tax
measures. He finds that in some (but not all) cases, the revenue impli-
cations of trade reform and complementary reforms of the domestic
tax system were considered. He suggests that there is a need for more
systematic integration of revenue and protection objectives in World
Bank programs. Mitra (1992) and Datta-Mitra {1997) also conclude that
in some countries with World Bank reform programs there was a need
for greater emphasis on revenue issues.

Although focused on the broader issue of trade liberalization in gen-
eral, a recent IMF study of countries undergoing IMF-supported pro-
grams (IMF, 1997) also finds a range of fiscal outcomes to trade liberal-
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ization. This study concludes that, in some cases, programs could have
targeted more extensive trade reform if more attention had been given
to supporting fiscal policies and to revenue-neutral trade measures.

Trade Liberalization and Revenue Trends

In analyzing the impact of trade liberalization on revenues, two gen-
eral observations from the discussion above need to be kept in mind.
First, important determinants of the degree of reliance on international
trade taxes are the level of economic development and the structure of
the economy of the individual countries. Second, it is unclear even
how to measure the extent of trade liberalization in an economy be-
cause there are various measures of trade liberalization, including the
average tariff and the collected tariff rate (Dean, Desai, and Riedel,
1994). The simple correlation between the collected tariff rate and the
share of import tariffs in GDP is 0.419, for a sample of 28 sub-Saharan
African countries during the 1990-95 period.

Focusing initially on the issue of reviewing trends in trade liberal-
ization, the long-term trend in the collected tariff rate {(calculated by di-
viding revenue from import tariffs by imports) is one potentially use-
ful indicator of whether countries are becoming more open to
international trade—in particular, unlike the average tariff, collected
tariff rates are straightforward to calculate over a period of time. Col-
lected import tariff rates are given in Tables 2-7.

Overall, the average collected tariff rate has declined from 12.7 per-
cent in 1975 to 9.1 percent in the last available year (Table 2). Turning
to a consideration of the regional data (Tables 2-7}, there were clear
differences in the regional developments. Sub-Saharan African coun-
tries made progress in reducing average collected tariff rates between
1975 and the 1990s, though the level of collected tariff rates remained
higher in that region than in the other regions. Other regions also re-
duced their dependence on trade taxes. The fact that, proportionately,
the sharpest collective tariff reductions were in the OECD may well in
part reflect the relative ease with which those countries have been able
to diversify their tax bases by means of the VAT and other taxes.

Turning to a consideration of individual countries, Table 4 reveals
that, in sub-Saharan Africa, the tax burden on trade varies widely, as
did developments over time. Only 10 of 19 countries'? reduced their
collected tariff rates, though some dramatically. The reduction was
greatest in Cote d'Ivoire, Ethiopia, South Africa, and the Democratic

Data on other sub-Saharan African countrics were incomplete.
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Table 2. Collected Tariffs
{in percent}

Last Available

Region 1975 1980 1985 1990 Year!
All countries 12.62 11.36 1227 11.08 G 82
QOECD countries? 581 419 351 288 1.69
Non-QECD countries 15.64 14.27 1589 i4.41 13.07
African countries 1931 17.36 1909 18.31 16.34
Asian countries 14.05 1204 1563 16.48 13.46
Middle Eastern countries 16.47 1433 1407 10.70 11.39
Western Hemisphere countries 12.37 1267 1377 11.09 10.20

Sources: IMF, Government Fingnce Statistics and Warld Econame Outlook {May 1997); and OECD,
Revenue Statistics.

Note: Collected tariffs are defined as import tax revenues divided by imperts. QECD is Organiza-
tion for Economic Cooperation and Development.

Last available year is 1995 for most countries, but when this information is not available the last
available year is vsed.

tExchuding Czech Repubhic, Hungary, Luxembourg, and Poland.

Republic of Congo, all of which reduced collected tariff rates by more
than 50 percent.

Table 5 reveals that many of the larger economies in Asia (Indonesia,
Republic of Korea, Malaysia, Singapore, and Thailand) all reduced col-
lected tariff rates; the unweighted average largely reflects the lack of
liberalization in smaller island economies (such as the Solomon Is-
lands) as well as India and Myanmar. In Middle Eastern countries
(Table 6), the reduction in the average collected tariff rate of the region
took place in only a few countries, such as Egypt (from 43.2 percent in
1975 to 16.7 percent in the last available year), Syria (from 16.4 percent
in 1975 to 9.9 percent in the last available vear), Morocco (from 25.4
percent in 1975 to 14.9 percent in the last available year), and Israel
(from 4.4 percent in 1980 to 0.6 percent in the last available year). In
Western Hemisphere countries, the apparent lack of progress hides the
significant liberalization that took place in the region’s largest
economies, notably Brazil and Argentina in recent years (Table 7).

Tables 8 to 12, which summarize trends in the collection and com-
position of trade tax revenue during the past 20 years by region, reveal
much of the same trends as observed with the collected tariff rates,
suggesting that trade liberalization has on average resulted In a de-
cline in trade tax revenues. In particular, Table 8 indicates that, as a
percentage of GDPD, trade taxes have diminished in importance over
the past 20 years; they have declined from 4.2 percent of GDP in 1975
to 3.3 percent of GDP most recently. All regions witnessed declines in
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Table 3. Collected Tariffs in Countries Belonging to the OECD

(In percent}
Last Available
Country' 1975 1980 1985 1990 Year?
Australia 11.2 59.60 3.32 6.65 398
Austria 375 1.55 1.48 1.46 0.41
Betgium 1.47 1.33 1.06 1.02 099
Canada 554 4.45 3.68 2.86 1.41
Denmark 1.54 1.0 0.92 0.96 0.82
Finland 317 1.90 0.98 1.42 .M
France 1.58 1.24 0.99 092 0.77
Germany 2.43 1.88 1.36 1.44 1.15
Greece 2.83 5.43 4.74 1.40 .95
Iceland 19.97 17.24 13.28 10.48 1.68
Ireland 1.02 0.90 1.09 0,94 0.97
ltaly 0.42 0.67 1.13 1.11 0.84
Japan 3.35 2.72 2.61 2.99 3.65
Mexico 15.27 10.52 9.06 7.56 3.20
Netherlands 1.7% 1.48 1.18 1.41 1.52
New Zealand 4.01 4.35 4.74 3.62 4.25
Norway 1.35 0.Bé 0.77 .76 1.29
Partugal 4.74 4.99 3.44 3 0.87
Spain 5.21 4.03 436 4.00 0.99
Sweden 2.4 1.71 2.51 2.5% 0.96
Switzerland 298 1.54 1.22 1.1¢ 1.21
Turkey 36.12 15.60 8.65 6.40 3163
United Kingdom 2.38 2.46 1.76 1.52 1.49
United States 4.8¢ 318 3.82 3.34 2.59
Unweighted average 5.81 4.19 3.51 2.88 1.69

Sources: IMF, Government Finance Statistics and World Economic Outiook (May 1997); and QECD,
Revenue Statistics.

Note: Collected tariffs are defined as import tax revenues divided by imports. OECD is Organiza-
tion for Ecenemic Cooperation and Development.

'Excluding Czech Republic, Hungary, Luxembourg, and Poland.

2Last available year is 1995 for most countries, but when this information is not available the last
available year is used,

the ratio of trade tax revenue to GDP. However, the timing of the de-
cline in trade taxes as a percentage of GDP varies markedly across re-
gions, OECD countries appear to have reduced their reliance on trade
taxes gradually over the past 20 years. Asian and Western Hemisphere
non-OECD countries began their reform process much later, so that the
reduction in trade taxes as a percentage of GDP only began in the
1990s. Conversely, in the Middle East, the reform process began earlier,
but appears to have slowed in recent years. Despite the reduction of
taxes on trade from 6.7 percent of GDP to 5.6 percent of GDP, trade
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Table 4, Collected Tariffs in Selected African Countries!

{in percent}
Last Available
Country 1975 1980 1985 19%0 Year?
Botswana 18.81 23.25 18.46 15.44 19.07
Burundi? 24.75 2(.4%6 18.23 - 14.90
Cameroon 2211 22.43 25.91 19.77 19.03
Cote d'lvoire - 28.07 3188 22.73 11.73
Ethiopia 34.76 18.98 17.44 21.37 13.97
Gabon? 21.63 31.74 24.5C 24.68 24.69
Gambia, The 17.18 21.47 26.79 16.05 14.55
Ghana 18.56 14.45 18.06 16.06 11.18
Kenya 14.95 11.78 15.83 14.25 14.28
Lesotho 27.59 - 22.05 18.35 2900
Malawi2 532 11.48 15.07 12.16 16.89
Mauritius 11.12 16.71 22.86 18.22 14.54
Rwanda 25.34 1992 - 24.70 27.30
Senegal? 1817 1573 1540 2463 19.22
Sierra Leone 19.98 18.78 17.18 13.00 22.86
South Africa 4.02 3.08 isg 621 1.04
Zaire? 38.65 22.08 18.18 2289 8.73
Zambia 5.34 743 893 12.1% 11.39
Zimbabwe - 4.57 22.45 25.80 22.19
Unweighted average 19.31 17.36 19.09 18.31 16.34

Sources: IMF, Government Finance Statistics and World Economic Qutlook {May 1997).

Note: Collected tariffs are defined as import tax revenues divided by imports.

TLast available year is 1995 for most countries, but when this information is not avaifable the last
available year is used.

Data from country authorities; and IMF staff estimates.

taxes in sub-Saharan Africa are still higher than in other developing
countries. Table 10 shows marked divergences in the reliance on inter-
national trade taxes across the individual countries of Africa.

Turning to a consideration of the importance of international trade
taxes to overall revenue collections (Table 9}, the share of import duties
in tax revenue for non-OECD countries has diminished only a little
during the past 20 years. Whereas OECD countries more than halved
the share of import duties in tax revenue {from 3.4 percent in 1975 to
1.0 percent most recently), non-OECD countries reduced their share
only from 25.5 to 22.7 percent of tax revenue, and therefore have only
marginally diminished the importance of import taxes in overall rev-
enue. Regionally, of the non-OECD countries, only Asian and African
countries reduced their reliance on import duties, as measured in per-
centage of tax revenue. Note that this stands in contrast to the conclu-
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Table 5. Collected Tariffs in Selected Asian Countries
(In percent)

Last Available

Country 1975 1980 1985 1990 Year!

Botswana 23.25 18.46 15.44 19.07
Fiji 15.82 13.47 20.96 16.14 12.61
India 29.77 2572 48.19 48.21 25.54
Indonesia B.72 6.88 4.53 5.83 5.0
Korea, Republic of 6.25 7.73 8.58 7.99 4.70
Malaysia 11.01 9.00 8.77 4.86 4,02
Myanmar 27.58 20.24 2522 36.34 4290
Nepal 17.11 15.72 14.43 14.14 9.16
Papua New Cuinea 6.82 649 1198 1713 18.40
Philippines? 20.88 17.24 16.70 15.47 14,39
Singapore 1.37 0.92 0.73 0.00 0.26
Solomon Islands 14.05 11.26 1475 21.58 21.58
Sri Lanka 9.62 10.65 14.39 15.60 9.02
Thailand 13.68 11.%6 13.99 10.96 7.35
Unweighted average 14.05 12.04 15.63 16.48 13.46

Sources: IMF, Government Finanice Slatistics and World Economic Outiook (May 1997).

Note: Collected tariffs are defined as import tax revenues divided by imports.

"Last available year is 1995 tor most countries, but when this information is not available the last
available year is used.

2Data Irom country authorities and IMF staff estimates.

sions reached from examining Table 8, which indicates that both of
these regions increased import taxes as a percentage of GDP. This im-
plies that, in these regions, overall tax revenues rose considerably as a
share of GDP, which permitted a decline in the relative importance of
tariff revenue. Reliance on import taxes remained virtually unchanged
in all other non-OECD regions. Table 11 again indicates the differences
across sub-Saharan African countries. All regions have made progress
in the reduction of export duties.

In most countries, domestic indirect taxes collected upon imports
are another important source of revenues (though the ultimate inci-
dence is thought to be shifted forward to the consumer}. Customs ad-
ministrations typically collect trade taxes and any domestic indirect
taxes on imports (VAT and excises} at the border. Trade taxes are levied
on import values, while domestic indirect taxes are generally levied on
a tax base inclusive of customs duties. Excise duties on imports are
usually collected on a tax base inclusive of customs duties and then
broadly based indirect taxes, such as the VAT, are stacked on top of
trade taxes and excises,
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Table 6. Collected Tariffs in Selected Middle Eastern Countries

{in percent)
Last Available
Country 1975 1980 1985 1990 Year!
Bahrain 2.26 2.24 3.53 2.61 361
Egyp!t 43.24 25.84 28.57 9.58 16.72
[ran .49 20.93 11.23 £.49 12.28
[srael c 4.43 4.96 1.58 0.63
Jordan 11.94 16.47 14.05 3.51 12.31
Kuwait . 2.98 377 5.43 3.52
Morocco? 25.38 26.32 15.37 19.08 14,92
Oman .12 1.32 3.68 136 3.07
Pakistan 19.54 24.61 25.53 31.65 2873
Syria 16.40 11.56 N B.43 .93
Tunisia 19.84 20.91 29.97 19.98 19.62
Unweighted average 16.47 1433 14067 1070 11.39

Sources: F, Government Finance Statistics and World Economic Qutfook (May 1997).

Note: Collected tariffs are defined as import tax revenues divided by imports.

TLast available year is 1995 for most countries, but when this information is not available the last
available year is used.

2Data from country authorities and WAF stafl estimates.

There are several reasons that it is useful to assess a country’s over-
all dependence on tax collections on imports, when evaluating the im-
pact of trade liberalization on revenues. First, overall collections on im-
ports more accurately reflect the immediate vulnerability of a
country’s revenue coilections to shifts in foreign trade.!* Second, the
interaction between trade taxes and domestic indirect taxes on imports
may be important in the design of trade and tax reforms where elimi-
nating protection is one objective. Unfortunately, the lack of data avail-
ability does not allow a comprehensive analysis of this question.
Hence only a number of illustrative examples are given in Table 13.
The small sample for which domestic taxes on imports could be pre-
cisely identified shows that their importance might be substantial. In
several sub-Saharan African countries, domestic taxes on imports were
significant. These countries not only have to gauge the revenue effect
of trade liberalization with respect to import tariffs, but also with re-
spect to domestic taxes on trade.

“For example, whereas the revenue effect of a reduction in import tariffs on revenue from
import duties is ambiguous, for domestic taxes on imports it is urambiguously positive, as
long as sume positive import elasticity exists.
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Table 7. Collected Tariffs in Selected Non-OECD Western
Hemisphere Countries

{in percent)
Last Available
Country 1975 1980 1985 1990 Year?
Argentina? 570  22.61 1618  10.40 9.74
Bahamas 26.21 26.12 30.80 28.67 29.06
Bolivia - 12.34 7.85 4,75 501
Brazil . 16.42 6.5% 10.53 7.88
Chile 17.33 7.29 16.69 10.37 10.56
Colomibia 12.26 10.37 14.82 18.54 2.06
Costa Rica 596 6.96 10.64 10.29 826
Dominican Republic? 22.22 15.56 14.58 10.60 12.80
Ecuador 1493 16.35 24.26 13.14 8.27
£l Satvador 8§.49 4.35 4.25 4.69 5.88
Guatemala 9.13 7.60 11.89 703 8.42
Nicaragua 7.5 8.14 6.44 B.61 13.45
Panama 593 6.26 10.90¢ 11.38 .59
Paraguay 10.51 9.44 5.14 5.88 7.95
Peru 22,57 17.11 28.18 11.0% 1.77
Uruguay 8.02 17.18 13.5¢ 1272 6.07
Venezuela 9.22 11.36 11.44 2.99 2.65
Unweighted average 12.37 12.67 13.77 11.09 10.20

Sources: IMF, Government Finance Statistics and World Economic Gutiook (May 1997).

Note: OECD is Organization for Economic Cooperation and Development. Collected tariffs are de-
fined as import tax revenues divided by imports.

Last availaile year is 1995 for most countries, but when this information is not available the last
available year is used.

Bata from country autherities and IMF stalf estimates,

As can be seen from the appendix, the case studies afford useful ex-
amples of how the interaction between the many dimensions of trade
liberalization and the economic circumstances of individual countries
played out. We consider each country in turn.

Malawi

Trade liberalization and economic reform in general went through
phases. During the late 1980s, complementary tax reforms were rev-
enue enhancing, the liberalization of foreign exchange restrictions re-
sulted in a modest increase in the GDP share of imports, and the col-
lected import tariff rates remained broadly constant. This would
appear to be an example where the combination of focusing initially
on reductions in quantitative restrictions and tariff dispersion and the
favorable impact of liberalizing the foreign exchange market resulted
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Table 8. Taxes on International Trade

{As percentage of GDP}
Last Available
Tax 1975 1980 1985 1990 Year!
Trade taxes
All countries 423 419 4,28 3.38 3.25
OECD countries 120 091 Q.77 0.60 0.37
Non-OECD countries 530 521 536 440 4.29
African countries 667 622 650 531 557
Asian countries 380 483 528 435 3.79
Middle Eastern countries 501 432 4.6 349 3.58
Western Hemisphere countries 4.28 452 449 4.0] 3.70
Import duties
All countries 3.25 3.38 350 3.09 2.99
OECD countries t1T 087 075 058 0.37
Non-QECD countries 400 417 435 4.06 3.94
African countries 498 501 530 500 5.00
Asian countries 278 314 378 387 335
Middle Eastern countries 4.34 418 395 3.28 3.47
Western Hemisphere countries 3.08 367 370 370 3.51
Export duties
All countries a8 070 051 0.22 G117
CECD countries Q07 G002 0.0 — —
Non-OFECD countries 114 091 066 030 0.23
African countries 1.6 114 104  0.31 0.33
Asian countries .71 1.25 oA 0.4% .43
Middle Eastern countries (.56 009 005 0.04 ¢.05
Western Hemisphere countries 100 0.78 040 0.3 0.07

Sources: IbF, Government Finance Statistics and World Economic Qutlook (May 1997); and OECD,
Revenue Stotistics.

Note: “QECD” is Grganization for Economic Cooperation and Development.

'Last available year is 1995 for most countries, but when this information is not available the last
available year is used.

in both strengthened revenue mobilization and a more liberalized
trade regime. The more recent phase of reform provides an example of
how difficult it is accurately to gauge trade liberalization. Despite re-
ductions in tariff rates in the mid-1990s, the measured collected import
tariff rate rose, likely reflecting a combination of improvements in tax
and customs administration and some compositional shift in import
demand toward finished goods with higher tariffs.

Morocco

with reform of its domestic tax system taking place alongside its
program of trade liberalization, Morocco, during its initial reform
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Table 9. Taxes on International Trade
{As percentage of tax revenue)

Last Available
Tax 1975 1980 1985 1990 Year!
Tracle taxes
All countries 26.08 2577 2462 21.65 19,79
OECD countries 374 278 2.2 1.70 1.01
Non-OECD countries 3363 33.03 31.51 2B.79 26.32
African countries 41.23 36.65 3591 3292 32.69
Asian countries 29.59 3373 3325 27.46 2417
Middle Eastern countries 29.39 31.80 30.3% 2898 26.88
Western Hemisphere countries 26.89 2776 24.88 2535 20.71
Impert duties
All countries 19.87 1994 1930 1835 12.04
QECD countries 342 265 215 1.67 1.01
Non-CECD countries 25,51 25.47 24.64 24.61 22.69
African countries 30.87 2833 27.31 28.75 26.17
Asian countries 23.06 2196 23.67 2195 18.09
Middle Eastern countries 25.35 30.81 2918 27.07 26.31
Western Hemisphere countries 19.15 21.02 19.84 2255 19.61
Export duties
All countries 5312 49 364 198 1.45
CECD countries 029 007 002 0031 0.00
Non-CECD countries 6.78 646 477 270G 1.97
African countries 9.34 892 8530 482 4,10
Asian countries 463 660 370 210 2.04
Middle Eastern countries 3.14 061 030 0.9 0.28
Western Hemisphere countries 6.50 600 287 228 0.4

Sources: IMF, Government Finence Statistics and World Economic Outlook (May 1997} and OECD,
Revenue Statistics,

Note: “OECD" is Organization for Economic Caoperation and Development.

"Last available year is 1995 for most countries, but when this information is not available the last
available year is used.

phase in the 1980s was able to maintain a relatively stable ratio of tax
revenue to GDIP even as the collected import tariff rate and taxes from
interntational trade declined. In more recent years, the sharp decline in
the collected import tariff rate was largely offset by the surge in im-
ports in response to liberalization and sounder policies.

The Philippines

The interesting phase of reform in the Philippines is that which oc-
curred after 1986 against the background of a weak overall revenue
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Table 10. International Trade Taxes in African Countries

(As percentage of GDP)
Last Available

Country 1975 1980 1985 1990 Year'
Benin
Botswana 11.47 13.29 8.19 6.61 5.85
Burkina Fasc 5.54 6.87 524 .
Burundi? 3.52 5.45 515 o 417
Cameroon 6.84 6.53 3.45 2.23 3.58
Central African Republic - - R
Chad 4.57 - 2.31 11.32
Congo 5.57 4.57 R ca N
Cote d'Ivoire 9.79 9.22 5.98 6.98
Dijicouti . 1.22 1.67 . c
Ethiopia 3.72 6.68 4.52 2.53 2.50
Gabon? 8.01 6.99 6.72 3.89 5.04
Gambia, The 9.32 15.18 11.11 8.79 8.79
Ghana 8.04 3.04 4.61 4.57 4.48
Guinea
Kenya 3.53 416 3.82 3.84 3.94
Lesotho 14,16 A 29.31 22.01 32.28
Liberia 5.54 7.42 5.47 - -
Madagascar? .. 4.52 3.93 3.78 3.19
Malawi? 2.81 4.09 4.6 3.05 4.53
Mali LA 2.23 3.39 C.

Mauritania 5.52 C. 9.36 PN o
Mauritius2 9.30 10.44 1212 11.35 6.74
Niger . 325 - e

Nigeria 3.14 - 145 R L
Rwanda 443 5.42 o 3.07 4.08
Senegal? 6.91 5.21 4.45 5.03 4.81
Siefra Leone 6.67 8.14 2. 2.30 3.67
Somalia 5.49 C. - - A
South Africa 1.18 0.79 0.78 0.98 0.45
Sudan 5.88 4,72 -

Swaziland 26.02 231.75 18.38

Tanzania 3.82 3.05 1.2%

Tego Ca- %.79 9.23

Uganda 4.36 1.28 4,56 BN S
Zaire? 10.95 3.65 4.43 31.64 1.45
Zambia 2.41 2.08 4.93 3.59 3.06
Zimbabwe - 1.06 4.7 59 5.88
Unweighted average 6.67 6.22 6.50 5.31 5.57

Source: IMF, Government Finance Statistics.
'Last available year is 1995 for most countries, but when this information is not available the last

available year is used.

2Data fram country authorities and IMF staff estirnates.
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Table 11. Import Duties in African Countries
{As percentage of GDP)

Last Available

Country 1975 1980 1985 1990 Year?
Benin
Botswana 11.27 13.22 8.16 6.60 585
Burkina Faso 5.0 5.94 4.53 .. -
Burundi2 2.97 3.74 2.37 - 2.5
Cameroon 4.96 4.87 2.88 2.04 2.56
Central African Republic - - e ce -
Chad 188 —
Congo 5.43 4.46 - .. c
CHte d'ivoire - 7.41 6.38 617 6.17
Djibouti ce 1.17 1.63 .o ce
Ethicpia 2.90 2.76 2.78 219 2.30
Gabon? 7.21 6.14 6.07 3.34 4,47
Gambia, The 7.26 12.56 10.42 8.76 8.76
Ghana 2.63 0.84 1.92 311 3.37
Guinea
Kenya 3.53 3.89 3.28 3.83 3.94
Lesctho 14,04 Ca 29.26 21.95 32.27
Liberia 5.35 7.20 5.40 - -
Madagascar? . 4.12 0.86 0.84 1.19
Malawi? 2.81 4.09 3.70 3.05 3.02
Mali 2.93 1.73 1.69 - -
Mauritania 5.06 o 5.88 .. -
Mauritius2 5.50 7.50 9.48 10.21 6.74
Niger c 4.54 c

Nigeria 3.74 R 1.43 c Cn
Rwanda 3.05 298 - 217 3.22
Senegal’ £.02 498 4.42 5.03 4.81
Sierra Leone 5.24 6.01 218 2.25 3.62
Somalia 5.13
South Africa 1.11 Q.72 0.73 0.98 0.18
Sudan 4.81 4.53 -

Swaziland 11.20 20.58 18.37

Tanzania 2.64 1.94 1.27

Togo . 7.05 7.45

Uganda 1.21 0.28 0.58 - ..
Zatre! 5.8% 1.94 337 .26 7.33
Zambia 2.32 2.07 2.85 3.53 3.06
Zimbabwe - 1.06 4.57 5.73 8,72
Unweighted average 498 5.01 5.30 5.00 5.00

Source: IME, Covernment Finance Stalistics,

Last available year is 1995 for most countries, but when this information is not available the last
available year is used,

Data from country authorities and IMF staff estimates.
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Table 12. Export Duties in African Countries
{As percentage of GDP}

Last Available

Country 1975 1980 1985 1990 Year?
Benin
Botswana 0.26 0.06 0.03 .01 —
Burkina Faso 0.32 0.45 0.30 011 A
Burundi? 0.54 1.70 277 . 1.60
Cameroon 1.86 1.66 052 0.19 1.02
Central African Republic C - e Co ..
Chad 0.59 —
Congo 0.14 0.07 - . -
Cote d'lvoire - 2.37 2.84 0.81 0.81
Ojiboutt - — (.03 .. -
Ethiopia 0.87 3.92 1.74 (.34 .19
Gabon? 0.64 0.85 0.65 0.23 .88
Gambia, The 2.05 2.53 Q.69 0.04 0.04
Ghana 541 2.16 2.67 1.34 0.91
Guinea
Kenya — g.27 .54 0.01 —
tesotho 812 NN 0.05 0.06 0.02
Liberia 0.10 316 0.06 RN A
Madagascar? .0 0.41 1.48 .80 0.33
Malawi? — — .94 — —
Mali .77 .43 1.65

Mauritania 617 L 3.48 - L
Mauritius? 3.80 3.30 2.23 1.07 —
Niger C 0.59 c

Nigeria — C 0.02 s c
Rwanda 1.38 2.44 - 0.78 0.59
Senegal? 0.89 0.23 0.02 c -
Sierra Lecne 1.43 2.0% 0.13 0.02 —
Somalia 0.36 . . . -
South Africa 0.07 0.04 0.05 — —
Sudan 0.58 0.20 -

Swaziland 14.82 317 —

Tanzania 1.18 1.10 0.01

Tego - 1.3% 0.28

Uganda 3.13 0.98 3.88 - -
Zaire? 5.0 1.73 1.26 0.38 013
Zambia — — 1.83 — -
Zimbabwe .. — — — —
Unweighted average 1.61 1.14 1.04 0.31 0.33

Source: IMF, Government Finance Statistics.

'Last available year is 1995 for most countries, but when this information is not available the last
available year is used.

2Data from country authorities and #MF staff estimates.
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Table 13. Tax Revenue and Taxes on International Trade

Tax or Revenue 1986 1987 1988 1989 1990 1991 1992 1993 1994 1995
Tax revenue {As percentage of GDP)
Cote d'ivoire 20.35 21.50 2043 1809 17.56 16.89 1693 14.78 16.41 17.84
Ghana 12.20 12,70 1240 12,30 10.80 12,40 10.00 1280 16.90 15.00
Madagascar 9.32 1096 10.49 884 9.43 6.85 8.66 B.16 7.69 832
Mali 11.90 960 B850 980 9.80 1210 10.40 11.10 10.00 10.70
Nepal 7.40 840 8.0 7.04 680 660 690 770 B0 B8.66
Niger 9.00 804 813 817 790 7.00 670 6580 540 6.61
Total taxes on

international

trade’ {As percentage of GDP)
Cote d'lvoire 730 7222 70 684 570 578 496 448 469 509
Chana 2.78 238 243 398 323 322 301 355 435 452
Madagascar 290 373 456 386 473 307 3198 396 350 43
Mal 4.47 359 313 3.66 371 6.26 555 612 522 577
Nepal 2.40 305 286 256 246 217 221 242 301 287
Niger 330 270 273 267 301 235 209 223 195 262
Domestic taxes

on international

trade (As percentoge of GDP)
Céte d'lvoire 313 3.01 276 266 211 196 200 192 210 2.25
Ghana 046 062 09N 131 137 136 118 1.38 175 185
Madagascar 1.0 1.29 164 148 188 127 1.35 1.31 158 204
Mal 201 137 1.30 1.58 1.78 163 1.43 152 129 1.9
Nepal 0.23 018 012 — 018 030 036 023 03B 0.36
Niger 1.85 140 139 135 149 111 100 104 090 0098
Customs duties {As percentoge of GOP)
Cate d'lvoire 417 421 435 418 3.59 3.82 295 255 259 284
Ghana 233 177 152 188 18 1.87 1.83 217 260 267
Madagascar 190 244 292 238 285 179 262 266 193 227
Mali 246 222 183 208 1.93 463 411 480 393 409
Nepal 217 288 275 256 229 187 1.85 218 263 25351
Niger 1.46 1.30 1.34 132 1.52 1.24 1.09 119 1.05 1.83
Domestic taxes

on international

trade (45 perceritage of internationgl trade taxes)
Cote d'lvaire 4291 41.64 39.35 38.86 36.98 33.96 4040 4299 44.74 4421
Ghana 16.35 25.88 37.37 41,03 42.37 42.05 39.11 38.94 40.28 40.88
Madagascar 34.69 34.51 3593 3836 39.80 41.47 3399 3298 45.03 4738
Mali 4492 3821 41.62 4310 48.00 26.00 2584 2489 2477 2925
Nepal 970 575 43 — 7.5 13.8% 16.47 9.55 12.55 12,56
Niger 5592 51,94 50.81 50.52 49.59 47.34 4783 46.79 4631 37.54
Customs duties (As percentage of international trade taxes)
Céte d'lvoire 57.0% 5836 6065 61.14 63.02 66.04 5260 5701 5526 55.79
GChana 83,65 7412 62463 5897 57.63 57.95 60.8%9 61.06 59.72 59.12
Madagascar 6531 6549 64.07 61.64 60.20 5853 66.01 6702 54.97 52.62
Mali 55.08 61,79 5838 5690 52.00 7400 7416 7511 75.23 70.75
Nepal 90.30 9425 9587 100.00 92.85 86.19 8353 90.45 87.45 B7.44
Niger 44 08 48.06 4919 49.48 5041 52,66 5217 53.21 53.69 62.46

Sources; Country authaorities; and IMF staff estimates.
The classification is based on domestic taxes on international trade plus customs duties, and ex-

cluding exports.
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performance {about 10 percent of GNP). The exigencies of budgetary
pressures implied that trade reform focused on the elimination of
quantitative restrictions, reductions in tariff dispersion, while at the
same time bolstering revenues inter alia by introducing a surcharge on
non-oil imports. Considering 199496, 1 percentage point of the in-
crease in trade tax revenue of 2.4 percentage points of GDP could be
credited to the import surcharge, with the balance being due to in-
creased imports and the tariffication of quotas. Again, though, the con-
flicting trends complicate the measurement of trade liberalization.

Senegal

Senegal provides an example of how difficult it can be to pursue
trade liberalization in the absence of essential supporting macroeco-
nomic and structural policies. From 1982/83 to 1988/89, taxes on im-
ports declined from about 5.9 to 3.7 percent of GDP even though the
collected tariff rate increased. This largely reflected import compres-
sion in the face of an overly appreciated exchange rate that hurt eco-
nomic activity, a problem that was alleviated with the 1994 devalua-
tion of the CFA franc. Since 1994, import taxes have increased, with the
revenue implications of significant tariff reductions and simplification
being more than counterbalanced by higher import levels and tempo-
rary tariff surcharges to ease the adjustment precipitated by the elimi-
nation of import licenses {an action that is analogous to tariffication of
a quantitative restriction).

Conclusions

Trade liberalization takes different forms, though it typically em-
phasizes the elimination of quantitative restrictions and the reduction
in the level and dispersion of tariffs. The revenue implications of trade
liberalization depend on the nature of existing barriers to trade, the se-
quencing of reform, the extent to which improvements are made in tax
structure and tax and customs administrations, supporting macroeco-
nomic policies, and other economic adjustments. The theoretical pre-
dictions are ambiguous, while the empirical evidence, based on sev-
eral case studies, also suggests that a variety of outcomes is possible.
The aggregate data suggest that trade liberalization has been associ-
ated with some reduction in reliance on international trade taxes for
budgetary revenues.

The experience of Africa, which is highlighted in this chapter, sug-
gests that many African countries have progressed in liberalizing
trade, at least when measured by examining indicators such as the
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elimination of quantitative restrictions and reducing maximum tariffs.
They have made less progress in reducing the reliance on trade taxes
or in reducing the collected tariff rate. Generalizing broadly, it is clear
that in East Africa considerable progress with trade liberalization has
been made, starting in the late 1980s, while in the CFA franc zone, con-
siderable progress has been made recently, following the devaluation
of the CFA franc in 1994. The CFA franc zone is also notable for the fact
that trade tax revenues increased despite tariff reductions because the
devaluation resulted in a sharp rise in imports, when measured in do-
mestic currency terms.

Turning to the case studies, all the countries made progress in trade
liberalization in recent decades, though not without some hesitation
and reversals in each case. Although quantitative restrictions varied
across the countries, they all made significant progress in removing
them. In the Philippines, the tariffication of quantitative restrictions
appears to have strengthened revenues; in Morocco, increased trade
resulting from trade liberalization most likely also strengthened rev-
enues. All the countries also made progress in reducing nominal tar-
iffs, though the impact on the revenue from trade taxes was less pro-
nounced. Only Morocco appears to have significantly reduced its
reliance on trade taxes. All these countries made at least some effort to
improve the structure of the domestic tax system, and also, more re-
cently, tried to improve tax and customs administration. Nevertheless,
considerable progress remains to be made, particularly in improving
administration. These examples illustrate that trade liberalization need
not necessarily lead to fiscal imbalances, though successful reform re-
quires a confluence of sound policies.

Appendix: Country Case Studies
Malawi

In the 1980s, economic growth in Malawi was constrained by a com-
bination of poor macroeconomic management, a series of external
shocks, and protectionist trade policies. However, in the late 1980s,
Malawi embarked on a program of macroeconomic adjustment and
structural policy reforms with the assistance of the International Mon-
etary Fund, the World Bank, and other donors. The program included
a focus on trade liberalization, which has continued to the present. Fol-
lowing elections in May 1994, the new government also committed it-
self to trade reform. The economy has performed well in the past few
years with high rates of economic growth and an expansion in inter-
national trade.
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Trade and Tax Reforms

Initial Conditions

In common with other countries in East Africa, taxes on interna-
tional trade have traditionally comprised a significant part of Malawi's
revenue collections, with trade policy being used to contain external
imbalances and to protect domestic industries. Throughout the 1980s,
Malawi maintained tight administrative controls on the exchange and
trade system in addition to high tariffs. Controls included surrender
requirements for foreign exchange and mandatory licensing of exports
and imports. The result was a flourishing black market for the Mala-
wian kwacha. The tariff schedule was characterized by extensive tax
exemptions and escalating tariff rates by stage of production that re-
sulted in high effective rates of protection.

In addition, elements of Malawi’'s domestic indirect tax system at
that time reinforced protectionism. The broadly based sales tax was
structured in such a way that: (1) higher tax rates were levied upon
some imported goods than upon the same goods produced domesti-
cally; and (2) the tax was suspended for some domestic goods, result-
ing in protection that may in some cases have exceeded the nominal
protection through the tariff system.

Trade Policy Actions

Malawi embarked on trade liberalization in the late 1980s in the
context of IMF-supported adjustment programs. Important elements
included:

* A program to eliminate foreign exchange rationing by loosening
exchange controls, initially on raw materials and industrial spare
parts and later on intermediate and capital goods, with the even-
tual intention of loosening controls on most goods.

* The tariff schedule was unified, with the range of tariffs being re-
duced from 0-220 percent to 0—45 percent.

¢ The export regime was also liberalized through revisions to the
duty drawback and industrial rebate schemes to improve rebating
procedures for producers.

¢ At the same time, and to support the reform efforts, the currency
was devalued by 15 percent against the basket of currencies to
which it was pegged.

As a result of these and related efforts, Malawi made considerable
progress during the period 1988-91 in liberalizing its trade regime. By
1991, almost all products could be imported without foreign ex-
change approval. Certain goods were still subject to controls, includ-
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ing several agricultural commodities, used clothing, and matches,
and some goods were controlled for health, security, and environ-
mental reasons. The ban on used clothing assisted the domestic tex-
tiles industry, dominated by one large firm. These reforms led to re-
duced government intervention in major exports, better linkage of
producer prices to world market prices, and an improvement in ex-
change rate policy.

The process of reform has continued in more recent years. In

particular:

¢ The remaining licensing on imports and exports has been
removed.

* There has been additional progress in tariff reform, albeit at a
slow pace. The number of tariff bands was reduced to no more
than six rates including zero in 1995; the maximum tariff rate was
lowered from 45 to 40 percent in April 1996, and to 35 percent in
August 1997; as a result, the weighted average tariff declined
from about 21 percent in 1989, to 18 percent in 1995, to less than
15 percent in 1997.

* The remaining restrictions on current account transactions have
been lifted, and Malawi accepted Article VIII of the IMF's Articles
of Agreement in December 1995,

In the face of widening fiscal gaps, in 1995, the government imposed

a temporary export levy of 10 percent on key agricultural exports,
namely, tobacco, tea, and sugar. The levy was reduced to 8 percent in
1996, to 4 percent in 1997, but was extended to coffee exports in 1997,
and then eliminated in 1998.

Complementary Policy Actions

In addition to liberalizing its trade regime in the late 1980s, Malawi
also began a comprehensive reform of the tax system and tax and cus-
toms administration. The goals were to reduce marginal tax rates,
broaden the tax bases, and eliminate protectionist elements in the do-
mestic tax system,

The reform program was successful. In 1987/88, the surcharge on
the sales tax rate for imports was eliminated and was replaced by an
adjusted (higher) standard sales tax rate. In 1988/89, an import levy
was incorporated into the regular duty rates. Moreover, the sales tax
was converted into a credit-based VAT, though, as with the sales tax,
the VAT did not extend to services or the retail sector.

Subsequent measures included the phased reduction of the standard
corporate tax rate and the standard VAT rate to internationally com-
parable levels. In 1992/93, the higher surtax rate on imported goods
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competing with domestic goods and all surtax suspensions were elim-
inated. Import duty rates for goods previously carrying the higher
surtax rate were adjusted upward to limit the loss in protection to
domestic producers, with the understanding that these rates would be
brought down over time. In 1993/94, the base of excise taxes was
expanded to cover imports. These measures virtually eliminated the
last remaining differences in the treatment of domestic producers and
Importers in the domestic tax system.

There was less progress in improving tax and customs administra-
tion, reflecting both the extent of the underlying problems with both
those administrations. In January 1993, the authorities contracted
with Société Générale de Survéillance to operate preshipment in-
spection. However, the use of preshipment inspection resulted in lim-
ited benefits, in part, because the officials were poorly trained in
using the results of preshipment inspection to reduce customs
evasion.

Revenue Implications of Trade and Tax Reforms

Malawi has traditionally maintained a strong tax effort, with a
substantial portion of revenues derived from taxes on international
trade (see Tables 14 and 15, and Figures 3 and 4). In 1987/88, at the
beginning of the reform program, tax revenues were 15.1 percent of
GDP. Taxes on international trade were 19.2 percent of total tax
revenues, with a collected import tariff rate of 13.4 percent (despite
high nominal tariff rates). During this pericd, tax reforms were
revenue enhancing, and as a consequence tax revenues rose to 18.5
percent of GDP in 1989/90. Liberalization of foreign exchange
restrictions led to a small increase in the share of imports in GDP {from
21.5 percent in 1987/88 to 24.5 percent in 1989/90) which served to
maintain the share of trade taxes in total tax revenues. The collected
import tariff rate remained steady in the absence of any significant
reduction in tariffs or shift in the compeosition of imports.

In the next phase of tax reform, reductions in marginal tax rates
and rationalization of the tax system, which were not accompanied
by a corresponding expansion in tax bases and a strengthening of tax
administration, led to a weakening of tax revenues. The ratio of
tax revenue to GDP fell steadily to 14.6 percent in 1993/94, The
expansion in imports as a share of GDT in this period buoyed trade
taxes, which rose slightly as a share of total tax revenues, even
though the collected import tariff rate fell toward the end of this pe-
riod. This decline in the collected import tariff rate appears to have
reflected the effect of both trade reforms (including those under in-
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Table 15. Central Government Revenue in Malawi

{As percentage of GDP)
Component 1980/81 1981/82 1982/83 1983/B4 1984/85 1985/B6 198587
Total revenue 19.36 1940 18% 1909 2041 2199 2113
Tax revenys 1622 1572 1619 1594 1771 1858 16.77
Taxes on income, profits, and
capital gains 6.31 543 616 6.26 877 743 £.96
Iniviceal 248 243 2.66 2.70 2.60 2.34 2.51
Corparate 383 360 3.50 3.56 417 599 4.45

Other taxes on income,
prodits, and capital gains

Taxes on praperty .01 a0 0.0 862 i) 802 0.02
Tases on payroll
Social security contributions

Domestic taxes on goods and

SERvices 5.75 581 5.73 574 6.39 6.43 6.27
Taxes on general sales,
turnover o VAT 472 474 452 4.53 5.32 516 508
Excises 0.76 0.79 090 .87 .72 0.68 0.59
QOther taxes on domestic
goods and services 0.27 0.27 4.3 04.35 (.35 (.60 0.60
Taxes on international trade 409 441 407 1N 385 4.61 144
Imports 4.09 4.41 407 19 385 3.78 3.25
Exports 0.91 219
Cther taxes on mternational
trade
Other taxes' 006 007 Q.14 0.02 0.09 0.08 009
Tax refunds — — - — — — -
Nontax revenye 314 368 2.84 315 330 14) 436

Sources: Country autharities; and IMF staff estimates.
Note: Fiscal year beginning April 1.
"Includes stamp duties and drought lewy.

ternational commitments) and declining administrative effectiveness
in this pericd.

In the most recent phase of reform, tax revenues have begun to
strengthen, rising to 16.2 percent of GDP in 1996/97. In part, this in-
crease reflects the stabilization of the economy and rapid growth in
recent years, the cessation of reductions in marginal tax rates in the
domestic tax system, some improvements in tax administration, and
the effect of the temporary export levy. International trade taxes were
24.0 percent of tax revenues in 1996/97, after peaking at 29.1 percent
the previous year. This increase appears to reflect a combination of
both the temporary export levy and an increase in the collected im-
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1987/88 1988/83 198%/90 1990/91 19%1/92 1992/93 1993794 1994/95 1995/96 1996/97

1950 226 2181 1954 1890 1838 1888 160% 1793 1782
1505 17.86  1BS3 1664 1634 1553 1459 1465 1558 1419

573 7.60 767 696 660 5.86 5.28 5.3¢9 5.68 7.05
2.50 299 315 278 274 306 267 295 289 317
3.24 461 452 417 386 285 261 244 279 388

0.01 oM 003 00 0.0 e 4.01 — — —

634 706 738 650 625 3.83 6.42 589 582 5.63

533 633 6.44 565 548 513 5.68 505 501 4.74
0.44 0.57 0.63 .57 052 0353 0.62 076 875 0.83

0.57 0.36 030 028 oM 0.7 012 008 006 0.05

289 i 3.34 305 338 3.53 280 i 453 389
289 120 134 305 136 352 2.78 3.30 342 292
001 -0.0% - — - - — — 1.43 095

c o o 602 oM 0.02 0.8 0.08 0.02
0407 0.08 0.2 g1z 610 0.30 0.09 606 004 0.05

— — - - — — — —  04% 043
4.45 3.4) 3.28 2.81 2.56 283 229 1.44 236 0.84

port tariff rate. This latter increase is surprising given the reductions
in tariff rates. It probably reflects a combination of both improve-
ments in administrative effectiveness and perhaps some composi-
tional changes in imports toward finished goods, which face higher
tariffs. Domestic indirect taxes have not shown the same improve-
ments, in part because of delays in implementing a fully fledged
VAT.

Conclusions

In the past decade, Malawi has liberalized its trade regime by elim-
inating virtually all quantitative and foreign exchange restrictions, lib-
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eralizing and improving the operation of foreign exchange markets,
simplifying and consolidating the tariff schedule, and reducing tariff
rates. In recent years, there has been some reduction in the collected
import tariff rate, reflecting tariff cuts. The introduction of a temporary
export Jevy for revenue reasons in 1995 has been the only backsliding
on trade liberalization. Despite this impressive record of trade liberal-
ization, Malawi centinues to depend heavily on trade tax revenues.
Continuous and significant reform of the domestic tax system has
eliminated elements of protectionism and has dramatically improved
its structure. Nevertheless, Malawi has yet to implement a fully
fledged VAT, and tax and customs administration reform has lagged
seriously—though, with the aid of technical assistance, it is now under
way. Malawi's experience with trade liberalization leads to several
conclusions:

» Strengthening the domestic tax system and removing elements
that contribute to protection for domestic industries are essential
components of successful reform; however, reforms that reduce
marginal tax rates may entail revenue losses if they are not ac-
companied by measures to improve tax administration and if they
proceed too rapidly.

¢ Strengthening customs administration is an equally important
component of successful reform. Preshipment inspection is no
substitute for adequate reforms.

* Rationalizing and simplifying tariffs and liberalizing foreign ex-
change markets are also essential components of successful re-
form and should be undertaken early in the process.

Morocco

Morocce is an exampie of a country that has achieved substantial
liberalization of its economy. The country implemented comprehen-
sive trade and other structural reforms in the context of IMF- and
World Bank-supported adjustment programs during the period
1980-92. Subsequently, Morocce has further liberalized its trade and
exchange system, launched a privatization program, and undertaken a
comprehensive overhaul of the financial sector.

Trade and Tax Reforms
Initial Conditions

Until the early 1980s, Morocco's trade policy attempted to promote
industrialization through protectionism and to use trade restrictions to
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raise revenues and contain external imbalances. There was extensive
resort to both quantitative restrictions and high tariffs, resulting in
high effective protection and discrimination against labor-intensive ac-
tivities. Specifically, imports were regulated by a program, which cat-
egorized goods between those that could be freely imported, those for
which quantitative restrictions applied, and those whose importation
was prohibited. Quantitative restrictions were enforced through im-
port licensing and state trading. Supplementing these restrictions were
foreign exchange controls on, inter alia, the repatriation of profits and
capital, foreign ownership of local enterprises, and foreign borrowing
by local firms. Exporters were required to surrender foreign exchange
earnings. In addition, ad valorem taxes applied to exports of agricul-
tural products and their derivatives {1 percent) and mineral products
{5 percent). Phosphate exports were subject to a specific tax.

Trade Policy Actions

During the 1980s, the trade and foreign investment regimes were re-
formed in a shift toward outward-oriented development. Focusing on
the trade liberalization strategy adopted in 1983, which was intended
to reduce gradually the level and dispersion of tariffs, important re-
forms included:

* Quantitative restrictions on imports were gradually eliminated,

although licensing requirements remained.

¢ The maximum tariff rate was cut from 400 percent in 1982 to 60
percent in 1984 {except for a few agricultural goods), and the spe-
cial import tax rate was cut from 15 percent in 1983 to 5 percent in
1987. Import taxes other than tariffs were simplified in 1988 by re-
placing the special import taxes and stamp duties on imports with
a single flat import levy of 12.5 percent applied to virtually all im-
ports. This rate was raised to 15 percent in 1993 for most products.
The number of tariff bands was reduced from 47 in 1980 to 26 in
1988 to 9 in 1992 and to 6 in 1996.

* As regards exchange restrictions, import deposit requirements
were abolished in 1984, and the requirement of approval from the
Moroccan Exchange Office for payments for imports on goods
subject to quantitative restrictions was eliminated in 1990.

Additional important reforms were implemented during the 1990s:

¢ The ad valorem taxes levied on exports were abolished in 1995,
Jleaving only raw phosphate exports subject to a specific tax. Ex-
port licensing requirements were virtually abolished by 1994.

¢ There were measures to improve tax administration in the areas
of procedures for tax assessment, collection, and auditing, though
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important deficiencies remain. Since late 1996, a complete over-
haul of the customs administration has been undertaken.!? These
reforms emphasize value controls, improved electronic data pro-
cessing, staff training, and codification of customs legislation.

+ Morocco accepted Article VIII status in January 1993. Moreover,
by the end of 1993, Morocco had achieved virtually full capital ac-
count convertibility for foreign investors. Additional steps were
taken to liberalize capital mobility for domestic residents as well,
through the elimination of surrender requirements and foreign
borrowing restrictions.

Although most quantitative restrictions were replaced with tariffs,
the collected import tariff rate fell from 26.3 percent in 1980 to 19.3 per-
cent in 1993 and to 14.9 percent in 1995 (see Tables 16 and 17 and Fig-
ures 3 and &). However, numerous commodities remain subject to ref-
erence prices, thus rendering collected tariff rates on some of them as
high as 300 percent. Moreover, tariffs are still widely dispersed, with
higher rates on locallv produced goods and lower rates on inputs,
equipment goods, and nonlocally produced goods. Although guanti-
tative restrictions applied in 1994 to only a few goods, and although
over time there has been a reduction in licensing requirements, many
imports are still subject to licensing, particularly in the food, bever-
ages, tobacco, and fuel and lubricants areas.

Cemplementary Policy Actions

Reform of the domestic tax system has taken place along with trade
reform. Morocco reformed its import and manufacturing-stage
turnover tax that was associated with cascading and multiple rate ex-
cises with a VAT in April 1986 on goods and services, The VAT initially
had five rates, ranging from 7 to 3¢ percent with the basic rate fixed at
19 percent, but the number of rates was subsequently reduced to three
in 1993 (7, 14, and 19 percent). The VAT has, to a large extent, achieved
simplification and neutrality by unifying the two sales taxes, extend-
ing the tax base to the distribution sector, reducing the number of
rates, and generalizing the tax credit mechanism to eliminate the cas-
cading effects of the tax on services. The introduction of the VAT also
spurred increased use of computerization. A corporate tax was intro-

HCustoms administration has been in sore need of reform. Obsolete procedures imply that
the average period of stav of goods in port can be 16 davs (as compared with 1-3 dayvs in most
industnal countries). Morcover, there are numerous exemptions, leading to loss of revenue
and creating opportunities for cvasion and fraud.
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duced in 1988 at a rate of 40 percent, which was reduced to 36 percent
in 1994. The personal income tax was introduced in 1990. The maxi-
mum rate of 52 percent had been reduced to 46 percent by 1994,

International Commitments

In addition to commitments under the WTO-GATT agreement, Mo-
rocco signed an Association Agreement with the European Union in
February 1996 which calls, inter alia, for a gradual removal of all tar-
iffs on industrial goods imports from the EU during 12 years. Tariff re-
moval will be fastest for imported inputs and investment goods and
slowest for imports competing with domestically produced consumer
goods. While agricultural trade is not liberalized under the agreement,
preferential access for certain Moroccan exports is increased, and the
regime for agricultural trade will be reviewed in 2000 with a view to
moving to a more liberal regime.

Morocco is also a member of the Arab Maghreb Union (AMU),
which includes Algeria, Libya, Mauritania, and Tunisia. Two conven-
tions have been signed within the framework of the Union. The first,
dating from 1991, has yet to be ratified. It exempts a number of goods
from nontariff barriers and provides for the application of a compen-
satory tax of 17.5 percent on goods benefiting from a special customs
regime. The second convention, dating from 1990, deals with trade in
agricultural products. The AMU intends to establish a free trade area.

The authorities are committed to further trade liberalization and tar-
iff reforms under WTO-GATT and AAEU. During a period of 12 years,
Morocco will dismantle its import duties on imports from the EU ac-
cording to a timetable depending on the nature of the good—capital
goods not manufactured in Morocco will be duty free as from the im-
plementation of the agreement, whereas the reduction on duties on
most items manufactured in Morocco will be reduced by 10 percentage
points each year during the 12 years following the date of implemen-
tation. Quantitative restrictions on imports from the EU were abol-
ished in 1997.

Revenue Implications of Reform

Despite extensive trade reform, Morocco maintained a relatively sta-
ble tax revenue share in GDP during the 1980s. The ratio remained in
the range of 18 to 21 percent, only rising substantially toward the end
of the decade, reflecting the influence of the introduction of the VAT in
1986. This c¢verall trend contrasts with that for international trade
taxes, mainly import duties, which declined steadily from 1982 to
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Table 16. Summary Measures of Economic Performance

Measure 1930 1981 1982 1983 1984 1985
GDP {at currend market prices,
in miliigns of Moroccan dithams) 740900 790340 928980 991430 1123450 1295070
Exchange rates
{In national currency per U.S. dollar) 39 5.2 60 71 8.8 10.1
Value of trade = value of imperts + exports
{In billions of U.S. dollars) 6.2 6.2 5.9 5.4 5.7 5.7
{In millians of Moroccan dirhams) 244900 31,8670 3545.0 38239.0 50,5780 571210
{As percentage of GOP) EXN 403 8.2 8.6 450 441
Yalue of imports
{In billigns of U.S. dollars) i 18 8 13 16 15
{In millions of Moreccan dirhams) 14,8450 19,8640 229860 234820 114600 353700
{#s percentage of COP) 200 251 247 237 280 27.3
Yalue of exports
{In billions of U.5. dollars) 2.5 23 21 21 212 22
{In millions of Moraczan dithams) 96450 120030 124700 147570 191180 217510
{As percentage of CDF) 13.0 15.2 134 149 17.0 168
Tax revenue
{In millions of Moraccan dirhams) 13,888.0 153210 181410 190930 21,1730 236950
{As percentage of GDF) 187 19.4 195 193 188 18.3
International trade taxes
{In millions of Moraccan dirhams) 4100 48920 57920 52620 56270 5770
{As percentage of GDP) 56 6.2 6.2 33 50 45
{As percentage of tax revenue) 297 39 319 76 2.6 244
Import dulies
{Irs milligns of Moreccan dirhams) 39070 463150 55460 50390 53310 54380
{As percentage of GDP} 53 59 6.0 51 47 4.2
Collected international trade tanff =
international trade taxes/value of trade 16.8 154 163 13.8 1n.1 101
Collected import tariff =
import dutiesfvalue of imports 26.3 233 241 25 169 15.4
Domestic taxes on goods and services
{In millions of Moraccan dirhams) 58060 60400 78130 86930 95610 108470
{As percenlage of GDP) 78 16 84 28 g3 8.4
(As percentage of tax revenue) 4.8 394 431 455 45.2 458
Qverall balance (payment - order basis
{In millions of Moroccan dithams ) ~7,510.0 11,0980 -11,522.0 -11,985.0 -12,575.0 -12,4570
{As percentage of GDP) =101 -140  -124 21 -2 9.6
Overall balance
{Cash basis, in millions of
Moroccan dirharms) -7,.2460 -1,I9.0 85610 -11413.0 90810 -11,1040
{As percentage of GDP) 98 -14.2 492 -5 -8 46
Current account balance
{in billions of U5, dollars} -1.5 -6 -1% -1 -1.4 .7
(As percentage of GDP)
Excluding official transfer
Including official transfer =276 1075 -12290 7320 -10.95 -5.79

Sources: Moroccan authorities; IMF staff estimates; and IMF, World £conomic Qutiook (May 1957).
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5 ¢ The Revenue Implications 123

1987, during the initial period of reform. The collected import tariff
rate dropped sharply between 1983 and 1984 {from 21.5 to 16.9 per-
cent) in response to the initial round of trade reforms. The value of im-
ports, in contrast, did not rise during this period but remained rela-
tively stable. Toward the end of the decade, imports, the collected
import tariff rate, tax revenues, and international trade taxes reversed
their trend and rose. The increase in the collected tmport tariff may
have reflected the beneficial effect of consolidation and simplification
of the import levies (and therefore an effective increase), or a shift in
the composition of imports. Exports, in contrast, fluctuated in this pe-
riod. In the 1990s, tax revenues continued to strengthen, reaching 22
percent of GDP by 1995. A large increase in imports was accompanied
by a sharp decline in the collected import tariff rate (reaching 14.9 per-
cent of GDP in 1995), leading to a decline in international trade taxes
as well (falling to 4.3 percent of GDP in 1995).

The implementation of the AAEU in the next few years is expected
to result in a gradual loss of tariff revenue from EU imports, estimated
by the Moroccan Customs Office to reach cumulatively up to 3.2 per-
cent of 1995 GDP after 12 vears; the loss of tariff revenue wilt ulti-
mately depend on the extent to which imports from non-EU countries
will be replaced by imports from the EU.

Conclusions

As the above discussion makes clear, Morocco has succeeded in
achieving a substantial liberalization of its economy without to this
point experiencing a sharp deterioration in revenue performance. Sev-
eral features in the reform process should be highlighted:

¢ The revenue from international trade taxation has held up, de-
spite the many tariff rate reductions reflecting, inter alia, the pos-
itive impact on revenues of (1) the elimination and reduction of
quantitative restrictions on trade, (2) the relaxation of foreign ex-
change controls, and (3) the lowering of tariff rates that were ef-
fectively prohibitive,

* More generally, the combination of trade liberalization and im-
proved stabilization policies has resulted in a significant increase
in the openness of the economy, resulting in a strengthened rev-
enue performance.

¢ The broadening of the tax base, notably by the introduction of the
VAT, has supported the process of reform by helping to insulate
budgetary revenues from the direct impact of trade liberalization,

However, with the next stage of trade reform arising from Morocco’s
closer association with the EU likely to have a significant impact on
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revenues, Morocco faces the challenge of having to further broaden the
tax base.

The Philippines

Since the debt crisis of late 1983, the Philippine authorities have been
working to place the economy onto a path of sustained growth. The
first growth spurt, in 1988/89, proved to be short, however, because
the economic structure that had precipitated the 1983 default remained
unchanged and because the economy was subjected to a number of
shocks. On the former, sheltered by protectionist barriers, the indus-
trial sector was oriented toward the domestic market. Consequently,
the higher demand arising from growth quickly spilled over into an
import surge and a large overall balance of payments deficit. On the
latter, the shocks included an attempted coup, a sharp rise in world oil
prices, and several natural disasters. The result was a large fiscal
deficit and significant debt accumulation. The authorities responded
by encouraging export-oriented growth and pursuing sound financial
policies, in particular fiscal consolidation. To open up the economy,
quantitative restrictions were eliminated and replaced by tariffs. The
foreign exchange system was liberalized and fiscal policy was tight-
ened. The consclidated public sector deficit was reduced to near bud-
get balance in recent years.

Trade and Tax Reforms

Inttial Conditions

As noted above, the trade regime in the Philippines has been char-
acterized by a high degree of protectionism to encourage import sub-
stitution. In addition to tariffs, the trade regime has also relied on
quantitative and foreign exchange restrictions.

Trade Policy Actions

Trade tax reform in the Philippines took place in three phases. The first
two phases covered 198085 and 198690 and achieved the following:

» Between 1980 and 1985, the average statutory tariff was reduced
from 41 to 28 percent. The import ban on 921 consumer goods was
lifted, although their importation continued to require govern-
ment approval. Domestic indirect taxes were reformed to remove
the anti-import bias, including the elimination of differential ex-
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cise taxes and sales taxes on imported and domestically produced
goods.i3

* Between 1986 and 1990, when the focus was on the tariffication of
quantitative import restrictions, import quotas were liberalized
for 1,477 items, representing about 17 percent of total imports in
1987. Generally, quotas were replaced by tariffs, which in some
cases reached 100 percent.

As regards the impact of the liberalization, in value terms, imports
of liberalized goods increased by a multiple of 2.5, whereas imports in
general doubled; this small difference implies that either 2 number of
import quotas were nonbinding, or that quotas were replaced with
equivalent tariffs. The developments, however, are strikingly different
across product groups. Whereas import growth of liberalized capital
goods was not significantly different from that of other capital goods,
the share of the liberalized imports of consumer goods in total imports
of consumer geods increased from 19 percent in 1987 to 47 percent in
1992. This could imply that the quantitative restrictions had been bind-
ing, that the tariff imposed was not equivalent, that import patterns
changed during the period, or a combination of all three factors.

The more recent third phase of reform is distinguished by the fol-
lowing;

* There were further significant reductions in quantitative restric-
tions when the number of items subject to quantitative import re-
strictions was reduced from 447 in 1990 to 126 in 1992. In March
1996, quantitative restrictions were lifted on all agricultural geods
except rice and were replaced with the maximum tariffs allowed
under the Uruguay Round (40-100). Apart from rice, the only re-
maining quantitative restrictions were imposed for health, safety,
and environmental reasons.

+ Reacting to fiscal exigencies, a 9 percent import surcharge was
levied on non-oil imports tn 1990, which was to be eliminated in
mid-1992, but extended at a lower rate {5 percent} through 1993.

* There was some additional progress with tariff reform. In
1994 /95, the maximum standard tariff was reduced from 50 to 30
percent.

+ All foreign exchange restrictions were eliminated as of September
1, 1992.16 In addition, in 1992, all foreign exchange surrender re-
quirements were eliminated.

3Only a higher excise on imported cigarettes was left in place.
¥The peso had been allowed to float since 1985, albeit with significant central bank
intervention.
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As regards the impact of these measures, reflecting the modest im-
pact of the reforms, the average statutory tariff fell only minimally from
28 percent in 1990 to 25 percent in 1995, and the collected tariff rate fell
only slightly between 1985 and 1995 (Tables 18 and 19 and Figures 7
and 8). Tariffication of quantitative restrictions led to modest changes In
average tariffs and tariff dispersion. Moreover, the higher excise for im-
ported cigarettes remained, duty exemptions remained a problem, and
the valuation of imports continued to be based on home consumption
value (rather than transaction value in accordance with WTO rules).

Complementary Policy Actions

As a cornerstone of their overall reform efforts, the government initi-
ated a wide-ranging tax reform in 1986. The tax reform package in-
cluded {1} a shift from a schedular to a global income tax {reversed in
1992); (2) a shift from the family to the individual as the unit of taxation;
(3) an increase in withholding tax rates on interest income and royalties,
combined with a reduction in the withhelding tax rate on dividends; (4)
a shift from a two-rate corporate income tax to one rate of 35 percent;
(5} the introduction of a 10 percent VAT and the concurrent elimination
of a number of nuisance taxes in 1988 {fixed taxes on businesses, the
compensatory tax, the miller’s tax, the contractor’s tax, and the bro-
ker’s tax); and (6) a shift from specific to ad valorem excise taxes.

Reform in tax administration did not keep up with the pace of tax
reform. The main weaknesses in the Philippine tax administration re-
main the extreme centralization of the collection system, the lack of co-
operation among agencies relating to tax collection, lack of resources,
especially reflected in lack of computerization, and poor personnel
management. Manasan {1994} estimates that in 1992 the collection rate
for income taxes was only about a third of the potential revenue and
for the VAT less then 40 percent. She also estimates that only about 23
percent of all potential taxpayers actually pay taxes.

The Revenue Implications of Reform

The revenue trend in the Philippines in recent years has been posi-
tive. Total revenue increased from 13.1 percent of GNP in 1980 to 19
percent of GNP in 1995. The 6 percentage point increase was to a large
extent owing to an increase in tax revenue, which increased from 11.5
percent of GNP in 1980 to just under 16 percent in 1995.17 Focusing on

Nontax revenues also increased significantly, due to receipts stemming from the privati-
Zation process.
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the entire 15-year period would overlook, however, the two distinct
phases in the revenue development in the Philippines. Phase one,
which lasted from 1980 to 1986, saw a continuous erosion in revenues
and coincides with the persistent high-inflation, low-growth period.
The fundamental tax reform outlined above, which was initiated in
1986, and marks the beginning of the second phase, is reflected in a
significant and rapid improvement in the tax revenue to GNP ratio;
from the trough in 1984 to 1987 revenue as a percentage of GNI in-
creased by more than 3 percentage points, with an increase of an addi-
tional 3 percentage points during the late 1980s and early 1990s. At the
same time, the composition of tax revenue also changed. Whereas
taxes on goods and services, despite the introduction of a VAT, stayed
constant as a percentage of GNP, both income taxes and taxes on in-
ternational trade increased substantially. The 1986 tax reform package
immediately reflected upon higher income tax receipts, but it was only
able to stem the erosion of taxes on goods and services.

Trade reform in the Philippines has been revenue enhancing. Rev-
enue-enhancing components of trade reform were pursued with
greater vigor than revenue-reducing measures, such as a substantial
reduction in tariffs and a corresponding reduction in tariff dispersion.
The introduction of the temporary surcharge of 9 percent and the re-
placement of import quotas with high (temporary) tariffs is evidence
that revenue preserving or even enhancing objectives were paramount
in the minds of the authorities. This goal was accomplished. Trade tax
revenues increased from a trough just before the reform of less than 3
percent of GNP in 1986 to around 5 percent of GNP in the early 1990s.
In part, this increase is attributable to the surcharge of 9 percent on all
non-oil imports that was imposed in 1990 and then maintained at 5
percent until 1993,

Comparing trade tax revenue data for the period 1994-96 with data
for the years during which the surcharge was in effect, a rough esti-
mate can be made of the revenue effect of the surcharge. Of the total
increase in trade tax revenue of 2.4 percentage points, just under 1 per-
centage point can be attributed to the surcharge; the remainder is
owing to increased imports and to the revenue from tariffs levied upon
goods previously subject to quantitative restrictions.

Conclusions

Trade tax reform in the Philippines resulted only in a small reduc-
tion in the average statutory tariff and no reduction in the collected tar-
iff rate. Nevertheless, almost all quantitative restrictions were elimi-
nated or converted into tariffs, improving the transparency of the trade
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system. In total, the reform was revenue enhancing, but this is in part
due to the surcharge of 9 percent imposed in the early 1990s. In sum-
mary, the following conclusions can be drawn from the Philippine ex-
perience:

¢ The Philippines implemented the revenue-enhancing aspect of
trade reform at the outset, possibly necessitated by the weak rev-
enue performance and substantial fiscal imbalances. As a resuit,
trade tax reform was called upon to contribute significantly to im-
provements in the fiscal balance.

¢ The Philippine experience shows that the elimination of quantita-
tive restrictions and their replacement with equivalent tariffs can
lead to significant increases in revenue, while improving the
transparency and fairness of the trade system.

+ The accompanying tax reforms appear to put the Philippines in a
position where revenue losses that might arise from reductions in
tariffs could be relatively easily compensated for by domestic
taxes.

¢ The most urgent problem to be solved before more significant re-
duction in tariffs can take place would be the problem of lack of
administrative capacity, both in customs and in tax
administration.

Senegal

As a member of the CFA franc zone, Senegal’s currency is pegged to
the French franc. Accordingly, the marked appreciation of the French
franc after 1985 had a significant influence on the country’s competi-
tiveness. Nonetheless, since 1985, Senegal has experienced two distinct
trade liberalization episodes. The first, in 1986, was unsuccessful since
many of the reforms were reversed in the face of tax revenue and bud-
getary constraints. The second, which is ongoing, followed the 30 per-
cent devaluation of the CFA franc in 1994.

Trade and Tax Reforms

fnitial Conditions

In the early 1980s, trade policy in Senegal, in common with other
countries in the CFA franc zone, was very restrictive, characterized by
high tariff protection and widespread use of quantitative restrictions
{except on imports from countries in the franc zone and on imports
from the six original countries in the European Union), and selective
trade and tax preferences. Unlike non-CFA counterparts, however,
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there was no widespread reliance on foreign exchange restrictions.
Taxes on international trade were a principal source of government
revenue.

First Reform Period: Trade Policy Actions

The first major trade reform program began in 1986, the major ele-

ments of which were:

* (Quantitative restrictions were reduced, initially on goods not pro-
duced locally, followed by a more general and gradual lifting of
restrictions, though with some exceptions.

* Tariff reform entailed progressive reduction and narrowing of the
bands of harmonized tariffs in stages over the 1986/87-1988/89
period to achieve a lower and more uniform level of effective pro-
tection. In the first stage, inter alia, the basic customs duty was
fixed at a single rate of 15 percent for most-favored countries.
Supplemental/special duties were also reduced. The second
round of reductions in July 1988 cut the basic tariff by 5 percent-
age points and the maximum fiscal duty rate (applying to goods
competing with finished goods produced locally) to 50 percent.

+ Reference prices on some goods were also abolished.

First Reform Period: Complementary Policy Actions

Following the 1986 trade liberalization, the domestic tax system was
reformed to bolster fiscal revenues. A new tax code implemented in
1987 simplified the tax schedule, improved the structure of the tax sys-
tem, and modernized a number of administrative procedures, which
included improving the computerization of the tax and customs
administrations.

Background to Second Reform Period

Reflecting the economic difficulties that afflicted the CFA franc re-
gion in general, Senegal experienced significant revenue shortfalls,
which by 1989 had led to an almost full reversal of the 1986 trade lib-
eralization. Despite the trade reform reversals, the government contin-
ued to improve the domestic tax system. In 1990/91, a corporate prof-
its tax of 35 percent and a single personal income tax were introduced.
The taxation of petroleum products was reformed in favor of a simpler
and more transparent system. These measures were accompanied by
improvements in the tax and customs administrations during the
1988-92 period.
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By 1992, Senegal’s economic difficulties had worsened. Further tar-
iff rate increases followed. As a result, by 1993, tariff rates ranged from
0 to 65 percent, the customs stamp rate ranged from 6 to 12 percent,
and there were five different VAT rates ranging from 7 to 34 percent.
This led to cumulative tax rates on imports—excluding excise duties—
ranging from 12 to 127 percent. These rates were supplemented by
quantitative restrictions, mostly in the form of import licenses {mainly
on agricultural commodities). In addition, monopoly import rights
were granted through special agreements (conventions spéciales) with
large domestic firms and a system of prior authorization for the import
or export of numercus products.

Second Reform Period: Trade Policy Actions

The second major phase of trade reform began in 1994 as part of a
major adjustment effort in connection with the 50 percent devaluation
of the CFA franc. Elements to be highlighted include:

¢ Tariff reductions and simplification, the latter by reducing the

number of tariff categories from seven to five. The customs duty
rate was reduced from 15 percent to 10 percent and the maximum
fiscal duty rate was reduced tp 50 percent. The customs stamp
rate was also reduced 5 percent and was extended to all imports
with only a few exceptions. In addition, surtaxes of 10 or 20 per-
cent were applied to a limited number of agricultural producers.

* Most import and export licenses were eliminated. For some prod-

ucts that had been previously covered by import licenses, tempo-
rary tariff surcharges over the customs and fiscal duty were intro-
duced to provide local producers time to adjust to foreign
competition. In March 1995, rice imports and prices were com-
pletely liberalized.

Reflecting these reforms, by September 1995, there were five differ-
ent customs tariffs ranging from ¢ to 60 percent and a 5 percent cus-
toms stamp. Including the impact of the VAT, this implied that total
taxation of imports ranged from 5 to 98 percent, excluding surtaxes.

Second Reform Period: Complementary Policy Actions

Again with a view to bolstering revenues while making the tax sys-
tem as a whole more efficient, the domestic tax system was reformed
to broaden the tax base, reinforce tax collections, and reduce fiscal
fraud. Initially, the number of VAT rates was reduced from five to three
(0, 10, and 20 percent), with the base aiso being enlarged and some
goods being taxed at the standard rate rather than at preferential rates.
More recently (1996), the VAT base was expanded by including all im-
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porters and manufacturers’ clients, converting the informal sector’s
equalization tax into a withholding tax on VAT payments, and incor-
porating excise taxes into the VAT base.

International Commitments

As a member of the West African Economic and Monetary Union
(WAEMUY®—established immediately after the devaluation in Janu-
ary 1994—Senegal is committed to further liberalize its international
trade with other member countries and is preparing for the imple-
mentation by January 2000 of the common external tariff, announced
in November 1997. In that context, Senegal introduced in April 1998 a
new tariff structure with four rates {0, 5, 10, and 25 percent) and the 5
percent customs stamp. In addition, Senegal participates in two other
regional agreements, namely: (i} the Economic Community of West
African States (ECOWAS)," which in 1990 introduced a liberalization
scheme to phase out a number of tariffs on industrial goods produced
by enterprises granted ECOWAS community status—this is prospec-
tive since the basic customs documentation remains to be agreed upon;
and {ii) the Organization of African Unity (OAU}, which in 1991
agreed to create an African Economic Community by the vear 2000.

Revenue Implications of Reform

For the better part of the past 15 years, Senegal’s tax effort has been
declining. The relatively poor revenue performance can be explained
by the narrow tax base, weak customs and tax administrations, persis-
tent fiscal fraud, and a growing informal sector not captured in the tax
net. From 1982/83 to 1988/89, tax revenue as a percent of GDP de-
clined from 18.5 to 13.3 percent of GDP (Tables 20 and 21 and Figures
9 and 10). Import duties fell from 5.9 to 3.7 percent of GDP during the
same pericd. Since the collected import tariff rate rose during the pe-
riod, this decline mainly reflected import compression. The decline in
domestic taxes on goods and services may also have reflected the de-
cline in {mport volumes, since domestic indirect taxes on imports are
substantial. Initial trade liberalization efforts in 1986 appear not to
have resulted in increased trade volumes, likely reflecting the steady
appreciation of the CFA franc over this period.

PWAEMU membership includes Bepin, Burking Fasa, Cate d'Ivoire, Mali, Niger, Sencgal.
and Togo.
WECOWAS was founded in 1975 and comprises 16 countries.
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Table 21, Budgetary Revenue in Senegal
{As percentage of GDP)

Companent

1980/B1' 1981/82 1982/83 1983/84 1984/85 1985/86 1984/87

Total revenue
Tax revenue

Taxes on income, profits,
ang capital gains
Individual?
Corporate
Cther taxes on intome,
profits, and
capital gains

Taxes on property
Taxes on payrall
Social security contributions

Domestic taxes on goods
ang services
Taxes on general sales,
turnover oF VAT
Excisest
Other taxes on domestic
goods and services

Taxes on international trade
Imnportsh
Exports
Other taxes on
international trade

Other taxes

Nontax revenue

19.35
18.22

4.53
.29
1.5¢

i.65
0.60
.32

7.36

.05
0352
0.32

5.
498
0.23

(.25
113

2007
18.46

4.23
1.66
.18

i.39
0.45
¥

738

6.32
0.79
0.26

6.05
5.88
017

AN
1.61

19.70
18.45

412
1.33
110

168
)|
043

744

635
681
0.28

6,02
5.90
012

013
1.26

19.38
18.15

410
1.26
i.08

1.76
0.29
0.44

7.42

6.34
.84
0.25

5N
5.64
0.07

G.18
1.23

18.83
17.55

4.05
1.20
1.22

1.63
0.26
0.42

719

6.24
0.66
0.28

5.48
5.44
3.05

0.16
1.27

17.58
14.88

3.54
1.1
097

1.45
0.27
0.38

6.4

5.38
0.53
0.23

4.45
442
0.02

amn
2.70

18.70
14.60

3.38
1.68
0.95

.35
0.25
0.38

5.98

5.22
0.52
0.23

448
4.44
0.04

413
410

Sources: Country authorities; and IMF staif estimates.
TFiscal year anding lune 30, through 1991/92; calendar year data starting n 1992,

Wreliminary estimate.

itncludes tax on wages ang salaries,
“For some years the authorities did not distinguish between VAT in inports and custam duties; for those years,

we estimated the VAT on imports and reclassified under VAT,

Stneludes taxes on alcohol and cement.
SData For 1989/90-1990/97 are iMF stalf estimates.
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1987/88 1988/8% 198%/9C 1990/91 1991/92 1992 1993 1994 1995 199

1755 1660 1716 1940 1943 1819 1613 1399 1307 1495
1434 1326 1446 1556 1670 1532 1388 1243 1359 14406

3.57 3.45 3.65 3%5 94 3.7 349 274 309 3400
1.24 1.22 1.4% 223 228 218 2086 180 181 172
0.95 0.8% 0.99 .04 109 104 072 0468 085 086

1.38 .34 .18 068 044 053¢ o071 047 (43 44
0.24 0.28 0.25 623 125 042 027 029 024 023
033 0.32 0.32 629 82 027 026 019 039 0.0

558 518 5.48 573 546 529 502 464 505 528

4.81 4.5¢ 490 5.09 484 473 445 423 484 49
0.54 0.47 0.40 647 g4 04 040 Q3¢ 028 025
0.23 0.21 0.18 617 g16 015 Q16 4N 614  0.12

4.38 3.78 4.51 5.03 548 598 451 432 480 5.07
433 3.73 4.51 5.03 548 518 451 432 481 507
0.05 0.05 0.00 6.00 000 000 000 000 000 000

0.24 0.26 0.24 033 043 045 033 025 021 022
3.21 3.34 .70 3.84 273 287 225 156 148 D95
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There was a temporary reversal in these adverse trends in the period
FY1988/89-1991/92, reflecting both the overhaul of the tax code and
improved efficiency in the tax and customs administrations. Taxes on
international trade rose during the period, as did the collected import
tariff rate. By 1991/92, the collected import tariff rate was a record 27.6
percent. However, the adverse trends re-emerged, with tax revenues
falling to a new low of 12.4 percent of GDP in 1994,20 this time reflect-
ing a decline in all major taxes.

Since 1995, however, there has been a clear improvement in tax rev-
enues, reflecting reforms in the trade and domestic tax systems and the
recovery of economic activity that followed the devaluation. By 1996,
tax revenues had increased to 14 percent of GDP. The most noticeable
Tecovery was in customs tax collection, which increased between 1994
and 1996 by almost 1 percent of GDP to 5.1 percent. Senegal’s tax sys-
tem remains heavily dependent on trade taxes, reflecting the high pro-
portion of imports in GDP and the aggregation of tariff receipts with
revenues from the VAT on imported goods.

Conclusions

The contrast between the effectiveness of Senegal’s two reform ef-
forts is instructive. In particular, the more recent successful reform
drive demonstrates that a precondition for successful reform is sound
macroeconomic policies. In the Senegal context, the CFA franc devalu-
ation in 1994 alleviated many of the pressures that had been building
up in the economy, with the result that tax revenues have since in-
creased somewhat, reflecting mainly an increase in taxes on interna-
tional trade. This increase in tax revenues has been based on an in-
crease in the volume of trade in reaction to the successful stabilization
and trade liberalization and demonstrates that trade liberalization is
not inconsistent with a subsequent enhanced revenue performance.
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Globalization: Implications for Africa  (§

Paul Collier

Africa has long been strongly integrated into the global economy. In
respect of product markets, the typical African country trades a high
share of its GDF, its economy being small and specialized in primary ex-
ports. In respect of capital markets, Africa was arguably the first conti-
nent to become highly integrated: a higher proportion of African wealth
is held internationally than on other continents. Thus, in one sense
“globalization” is not new to Africa, but it has meant primary exports
and capital flight. However, when economists now talk of globalization
they mean something rather different. Specifically, they mean falling
trade barriers, integrating financial markets, and transnational corpora-
tions. In this chapter, I argue that these changes can potentially integrate
Africa into the world economy in a new way, but that whether these op-
portunities are taken up depends upon African economic policy.

Trade barriers have come down around the world, in particular with
the phased elimination of QRs. Although restrictions on textiles and
garments will not be fully lifted for a further 7 years, the fact that there
is a timetable and a commitment has revolutionary implications for the
newly industrializing developing countries. Given Africa’s present
pattern of exports, this international trade liberalization is of little con-
sequence since Africa does not face important barriers for its present
exports. The reduction in trade barriers is only of significance if Africa
changes its comparative advantage. I argue that its present compara-
tive advantage is determined mainly by its policy environment rather
than by its factor and natural resource endowments.

Financial capital markets are becoming much more internationally
integrated. Financial capital is increasingly flowing to developing
countries as pension funds realize the advantages of international di-
versification. At present, Africa is not attracting significant portfolio
capital inflows and so is not benefiting from this globalization of port-
folios. I argue that again this reflects its policy environment rather than
its endowments.

Further, manufacturing firms are internationalizing their produc-
tion, shifting investment to lower cost environments. At present,
Africa is not attracting footloose manufacturing, except for production
for its highly protected domestic markets, and so is not in a position to
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benefit from this globalization of production. [ argue that again this re-
flects policy rather than endowments.

Thus, on present policies, Africa has little to gain from globalization.
At the same time, it has little to lose. This is in sharp contrast to the in-
tegrated economies of Europe and East Asia. There, the domestic pol-
icy environments are now subject to a new discipline. If governments
impose high taxes on manufacturing profits or embark upon reckless
fiscal policies, there is a capital outflow. No one is in control of these
market forces: even the largest speculators are tiny relative to the size
of the market. International capitalism does not mean that “capitalists”
have power, but that no one has power. Globalization thus constitutes
a much larger loss of power for the governments of Europe and East
Asia than for the governments of Africa.

In the next section, I consider the potential of reduced trade barriers
for African exports. In particular, [ speculate on Africa’s comparative
advantage. Two distinguished economists have recently advanced
propositions that taken at face value are quite disturbing. Redrik
(1997) argues that Africa already has a leve] of trade to GDP that is nor-
mal given its level of income, and that trade liberalization cannot be an
engine for African growth. Wood and Berge (1997) and Wood and
Owens (1997) argue that Africa’s natural resource and human capital
endowments imply that its comparative advantage is inevitably in un-
processed primary commodities. They argue that Africa will not be
able to export manufactures even if it Jiberalizes its trade policy. An
implication that can easily be drawn from these papers is that it is en-
dowments rather than policies that have determined Africa’s present
trading pattern, so that there is little that governments can de. I chal-
lenge this proposition.

In the third section, I consider the potential of financial market inte-
gration. I argue that there is scope both for large capital inflows and for
risk bearing. In particular, [ suggest that Africa is in the anomalous po-
sition of facing the highest underlying level of risk in the world, while
having the lowest supply of risk-bearing instruments. As a result, it
has the highest price of risk.

African Trade in a Globalizing Economy

Since 1970, world trade has risen much more rapidly than world
GDP. By contrast, Africa’s GDP (despite growing more slowly than
that of other regions} has risen more rapidly than its trade. Further,
Africa’s exports have remained overwhelmingly concentrated in the
same narrow range of primary commodities; indeed, on some mea-
sures, export concentration has actually increased. Even within this
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narrow range of export products, it has drastically lost market share.
Evidently, something has been seriously amiss with Africa’s trade
performance.

Rodrik {1997) shows that Africa does not trade less than predicted
by its low level of GDP relative to Asia or Latin America: Asia
“overtrades,” while Latin America “undertrades.” However, this is
quite a misleading statistic. Being on the regression line has no nor-
mative significance; it simply shows that on this measure African poli-
cies were less anti-trade-oriented than Latin American ones. It does not
contradict the proposition that Africa has lost heavily from its anti-
trade-oriented policies, which have caused its declining share of trade
to GDP.

In this section, I investigate how globalization of goods and capital
markets will affect Africa’s trade. In particular, I focus on whether
Africa has a future as an exporter of manufactures. I use a suite of (in-
formally presented) simple models. Which of these best depicts reality
turns out to be critical for analytic prediction of Africa’s response to
globalization, both in terms of what will happen to its exports and
what should happen to its policies.

Africa’s Comparative Advantage: What Moves Where
in a Globalizing Economy?

Reflecting its poverty, the returns to labor are very low in Africa. In
a simple two-factor, common-technology world, there are three mech-
anisms, each of which enables globalization to raise the returns to
laber and so reduce African poverty. These three mechanisms are labor
emigration, an influx of capital, and the export of labor-intensive
goods. If a previously autarkic, poor economy were suddenly opened
to the global economy, all three of these mechanisms would operate si-
multaneously and each would be poverty-reducing. In effect, Africa
has three degrees of freedom before globalization becomes ineffective
as a poverty-reduction mechanism.

In parts of Africa, the two-factor, common-technology model is an
adequate characterization, albeit cbviously a radical simplification. An
interesting question, then, is which of the three mechanisms is more
and which less important. There are some obvious differences within
Africa that make each mechanism more or less important for each
country. For example, labor migration is probably more sensitive to
distance than is trade in products. Hence, Northern Africa is best lo-
cated to benefit from emigration to Europe. Capital inflows are, as 1
discuss below, sensitive to perceptions of investor risk. Risk ratings
differ greatly among African countries. South Africa and Mauritius,
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with [nvestor International ratings in the 40s (on a scale where 0 = max-
imum risk and 100 = minimum risk}, are better placed to attract capi-
tal than Nigeria, with a rating below 20.

In the two-factor, common-technology model, the circumstances
that give rise to a labor exodus would necessarily give rise to both a
capital influx and a comparative advantage in labor-intensive exports.
However, once we turn to a more sophisticated model, this need net
follow. Two modifications to the model are particularly pertinent for
Africa. The first is to introduce additional factor endowments, which
unlike labor and capital cannot be traded. Two obvicus such endow-
ments are natural resources and public infrastructure. If natural re-
sources are introduced, there is a further medeling choice. A simple
approach is to treat natural resources as equaily complementary, with
both labor and capital in all production activities. A more complex ap-
proach is to distinguish between activities that intensively use natural
resources and those that do not.

Immoebile Natural Resources as a Generalized
Productivity Shift

In the first approach, a natural-resource-abundant economy would
have higher returns to both labor and capital than cone that was re-
source poor. A resource-poor economy opened from autarky might
then experience an exodus of both labor and capital.

In some African countries, the natural resource endowment, broadly
interpreted, is indeed so poor that factor exodus will be the main way
in which globalization will help to reduce poverty. Since such
econormies start, in autarky, with abundant labor but liitle capital, the
most important exodus will be their labor. Several African economies
are currently at this stage. For exampile, Eritrea, Burkina Faso, Cape
Verde, Malawi, and Lesotho all have huge expatriate communities
making remittances. Typically, these economies have a large endow-
ment of labor relative to capital, but also, and moere important, have
some deep-seated disadvantage {which might be thought of as a nat-
ural resource disadvantage) that makes production of an export good
very difficult. Eritrea experienced 30 years of war and so has very poor
infrastructure, including negative infrastructure in the form of land-
mines, and is also arid. Burkina Faso is landlecked and arid. Cape
Verde is small and arid. Malawi is landlocked, and its international
transport lifelines have been partially destroyed by neighboring wars.

In such countries, policy can promote remittances, and there is some
evidence that governments could do more. For example, Ethiopia and
Egypt have virtually identical populations and similar locations. Earn-
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ing opportunities within Egypt are better than in Ethiopia, with per
capita purchasing power parity income around eight times higher. Yet
workers’ remittances are 20 times higher in Egypt than in Ethiopia.
One reason for this massive difference is that the earning power of
Egyptians abroad is much higher than Ethiopians, reflecting past dif-
ferences in educational policies. As of 1980, 61 percent of Egyptian
males were enrolled in secondary schooling, as opposed to only 11 per-
cent of Ethiopians. A second reason is the exchange rate and financial
regimes. Egypt has a convertible currency, and workers abroad can
deposit in Egyptian banks at competitive interest rates (Shafik, 1998).
By contrast, Ethiopia has an overvalued and inconvertible currency,
with a financially repressed banking system. Thus, even when
Ethiopian workers have earnings abroad, they have little incentive to
repatriate their savings.

Immobile Natural Resources as an Alteration
in Comparative Advantage

A more complicated model with natural resource endowments dis-
tinguishes between products that are differentially intensive in them.
Thus, primary products are more intensive in natural resources than
are manufactures. Adrian Wood has used variants of such a model to
predict the composition of Africa’s exports. In a series of papers, Wood
argues that Africa cannot industrialize because of its factor endow-
ments: large amounts of natural resources and little human capital.
Here I focus on the natural resource argument, since the human capi-
tal argument can be subsumed into it.

Wood establishes two important facts. First, he shows econometri-
cally on a global sample that countries that are well endowed with nat-
ural resources tend not to export manufactures. He interprets this as
showing that countries that are abundant in naturai resources do not
have a comparative advantage in manufactures, so the capital needed
to produce them goes elsewhere. Second, he shows that Africa has an
atypically large endowment of natural resources and does not export
manufactures. His explanation for the lack of African manufactured
exports follows: Africa is simply an instance of the general
phenomenon.

The Wood thesis is theoretically entirely correct within its own
terms. In the simple common-technology, mobile-capital, immobile-
natural-resources model, countries well endowed with natural re-
sources will not export manufactures. However, it is important to un-
derstand the mechanism whereby, in the natural-resource-augmented
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model, abundant natural resources would indeed crowd out manufac-
tured exports.

Were the only difference between Africa and Asia in the endow-
ment of natural resources, then Africa would be uncompetitive in
manufactures because its labor would be more expensive than that of Asia.
In effect, Africa would experience Dutch disease. The high natural re-
source endowment would raise the productivity of African labor and
thereby crowd out manufactures. However, this would not be a prob-
lem because, after all, Africa would have higher wage levels than
Asia, so that its labor force would earn more. Below, I will argue that
Wood's apparently easy passage from a statement about factor en-
dowments to the inference that Africa cannot export manufactures
via an inference from its comparative advantage is too hasty. How-
ever, ] first continue my taxonomic review of the globalization mod-
els. One of these becomes my alternative explanation for Wood's
results.

Immobile Public Infrastructure

I now introduce the other type of immaobile factor, namely public in-
frastructure. Findlay (1996} sets out a simple political economy model
of the effects of globalization in a model with infrastructure. Private
capital is complementary with publicly provided infrastructure. In this
sense, infrastructure is like natural resources in the first of the two
models discussed above: it makes the whole environment better for
other factors. However, the interest of the Findlay meodel is that,
whereas natural resources are exogenous, the amount of infrastructure
is a choice variable of the government. In the model, the government
has a choice between using its revenue to provide infrastructure and
using it to redistribute income to its supporters.

Clearly, in an autarkic world the government can choose to spend its
revenue on redistribution without dire consequences for the private
capital stock. However, in a globalized world in which capital is mo-
bile, if it persists with this choice, then private capital will relocate to
countries in which the government makes the opposite choice. If the
redistributive expenditures favor labor, then the exodus is confined to
capital: unlike the previous model, the lack of the immobile facter does
not produce a generalized factor exodus {which in poor countries
would be predominantly labor).

If, as a result of globalization, the government changes its policy,
then globalization hurts the social group that was previously benefit-
ing from redistributive expenditures. More generally, the model would
predict that as a result of globalization governments around the world
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Table 1. Infrastructure versus Redistributive Government Spending
{Percentage points of GDP)

Category Sub-Saharan Africa South Asia East Asia
Economic services 5.7 7.2 6.1
General public services 6.9 6.2 6.3
Ratic 0.83 1.16 0.7

Source: Collier and Gunning {1997), Table 11,
Note: the proxy for infrastructure is "economic services” and for redistributive expenditure “gen-
eral public services” (taking the main redistribution mechanism as being the public sector payroll).

would switch their expenditures toward infrastructure and away from
redistribution.

Governments that wished to maintain redistributive expenditures
would attempt to prevent their economies from globalizing by retain-
ing restrictions on capital cutflows. An example of this might be
Zimbabwe.

The Findlay model may have some applicability to Africa. In Africa,
the composition of public expenditure is, on one measure, more
skewed toward redistributive expenditures and away from infrastruc-
ture expenditures than in Asia {Table 1).

However, the differences shown in Table 1 are hardly dramatic. Fur-
ther, there are grounds for doubting whether infrastructure expendi-
tures are more productive than redistributive expenditures. Devarajan
and others (1996} found that in developing countries as a whole gov-
ernment recurrent expenditure was conducive to growth whereas gov-
ernment capital expenditures actually reduced growth (an interpreta-
tion being that capital expenditures were more associated with rent
seeking).

Policy Technology as a Generalized Productivity Shift

I now introduce the second modification to the simple-mobile-factor,
common-technology model, relaxing the assumption of common tech-
nology. Technology here needs to be understood in its proper technical
sense as defined by the model rather than by reference to popular im-
agery about machinery. Of course, it is true that producers in Africa
often tend to use different machinery from that used in industrial coun-
tries, This is, however, endogenous; that is, it is the result of other dif-
ferences rather than itself being the problem. For Africa to have a tech-
nological disadvantage would mean that the same bundles of inputs,
machines, and labor, when used in Africa, produce less than when used
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elsewhere. [ have already considered differences in the endowments of
immobile factors as a possible explanation for such differences in the
productivity of mobile factors. Here I want to abstract from this expla-
nation and focus instead on the policy environment. As with natural re-
sources, there is a modeling choice. Differences in policy technology
can have a generalized productivity effect across the economy, or they
can affect activities differentially. [ first consider the former.

Assume that countries differ in their policy environments as well as
in their labor forces and private capital stocks. Initially, assume that
both of these are immobile. Africa has a worse policy environment
than the rest of the world, and as a result the returns on both labor and
private capital are reduced. Imagine, first, that goods cannot be traded
internationally. Real wages will differ between countries, reflecting
differences in policy and in capital: Africa will have low wages both
because it has little capital and because it has poor pelicies. Now open
economies up to trade in goods. Trade will raise average incomes but
redistribute from the scarce to the abundant factor. In Africa, labor will
gain and capital will lose, with labor gaining more than capital loses.

Now open up private capital to international mobility. Suppose
that the African policy environment is so much worse than those of
other regions that the return on capital is lower than elsewhere de-
spite the low ratio of capital to labor. Capital will leave those coun-
tries in which it has a low return and move to where it has a high
return. This will be globally Pareto-efficient: the gainers could com-
pensate losers. The gainers are owners of private capital in initially
low-return-on-capital countries, and wage earners in initially high-re-
turn-on-capital countries. The losers are owners of capital in initially
high-return-on-capital countries. When U.S. financial capital shifted
to the Republic of Korea because returns were higher, the beneficia-
ries were U.S. pensicners and Korean workers, and the losers were
Korean pwrneers of capital and U.S. workers. When Nigerian financial
capital moved to the United States, the gainers were Nigerian owners
of capital and U.S. workers and the losers were Nigerian owners of
labor.

Even in a poor policy environment, globalization of the capital mar-
ket is Pareto-efficient: the gainers (owners of African capital) could
compensate the losers {owners of African labor) and still be better off.
However, the mechanisms for such compensation are obviously liable
to be weak. Hence, there may appear to be a presumption that unless
African governments improve their policy environments, the new
globalization of world capital markets will make most Africans worse
off. This is wrong for a simple reason: African-owned wealth global-
ized many years ago. 1 return to this below.
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Policy Technology as an Alteration in Comparative Advantage

If factors are differentially mobile, then a common reduction in fac-
ter productivity across both factors and all sectors will still change the
composition of activity. If, for example, capital is mobile but labor is
immobile, then capital will leave poor policy environments while
labor is locked in.! In turn, the alteration in the factor endowment will
change comparative advantage. If Africa loses capital {and human cap-
ital), then it becomes more heavily concentrated in labor-intensive
activities.

However, policy differences are not neutral across activities. The
core point of this chapter is to argue that Africa has turned its com-
parative advantage away from manufacturing because its poor policy
environment has been particularly hostile to manufacturing activity.
The normal focus of discussion on the African policy environment vis-
a-vis manufacturing is on trade policy. This is not my focus. Rather, ]
will discuss a constellation of policies, all of which have the affect of
raising the cost of transactions.

Manufacturing is a transactions-intensive activity, much more so
than natural resources and agriculture. Manufacturing involves the
purchase of a wide variety of inputs from multiple sources, their stor-
age, and the storage and sale of the output to a variety of customers in
multiple destinations. While the image of manufacturing is to classify
it as a “productive” activity like agriculture, it is in fact much more
akin to shopkeeping. As in shopkeeping, there is a high ratic of pur-
chased nonfactor inputs to value added. By contrast, natural resource
extraction, like agriculture, has a much lower ratio of inputs te vatue
added, and a much narrower range of suppliers and customers. Stor-
age of inputs and outputs is much less central to the operation.

Transactions costs are high in Africa for several distinct reasons.
First, transport costs are high (Amjadi and Yeats, 1995). In some coun-
tries, this is because of poor location: a higher proportion of the
African population lives in countries that are landlocked than do the
Asian and Latin American populations. Landlocked countries and
those with poor port facilities tend to grow more slowly (Sachs and
Warner, 1997). However, perhaps a more important reason is that the
transport sector is insufficiently competitive. This is most obvious for

YWere the analysis to be extended to human capital, it might be regarded as being of inter-
mediate mobility, less mobile than capital but more mobile than unskilled labor. Hence,
Africa’s shortage of human capital might be seen as partly endogenous to its poor policy en-
vironment. There are, for example, reputedly more Malawian doctors in Manchester than in
Malawi,
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air transport. The privileges given to national airlines have raised
prices and reduced reliability. For example, the landlocked franco-
phone economies have handicapped themselves by maintaining Air
Afrique as a high-cost operator. In Zimbabwe, the diversion of planes
of the national airline to presidential use defayed the delivery of roses
in Europe for Christmas Eve, when the price was high, to the dead pe-
ricd between Christmas and New Year's, when they were much less
valuable. Private airlines take advantage of this situation to overprice
their African routes {Okeahalam, 1996). In sea transport, preferences
for nationally registered shipping have reinforced shipping cartels,
raising freight rates {Amjadi and Yeats, 1995). Internally, ratlways are
sometimes given legal monopolies over certain categories of traffic,
For example, in Uganda until the early 1990s the main export, coffee,
could only legally be transported by rail. The small scale of road trans-
port also lends itself to cartels. For example, once Uganda legalized the
transport of coffee by road an unexpected benefit was that the expan-
sion of road transport broke the cartel so that road freight changes ap-
proximately halved.

Transport is not only expensive; it is unreliable. As a result, firms
must keep higher levels of inventories. Efficient East Asian producers
using just-in-time production methods are able to reduce inventories
of inputs to only 20 minutes of production. By contrast, African firms
are commonly holding 2 or 3 months worth of inputs. This is all the
more striking because it is much more costly to hold inputs in Africa
than in Asia, because interest rates are usually much higher, reflecting
Africa’s cartelized banking system and lack of financial integration
into the global economy. The unreliability of supply “ripples through
the system” (Fafchamps, 1996). Let down by one supplier, a firm in
turn lets down its own customers. The level of inventories necessary
fully to protect a firm from unreliable supplies would be prohibitively
expensive.

A second reason why transactions costs are high is that contract en-
forcement is difficult. Paradoxically, this is more of a problem in the
modern sector than in the traditional economy, which has evolved in-
stitutions such as the kin group. Modern sector firms are usually not
able to use kin groups because too few members of the group are mod-
ern sector entrepreneurs. The exception is the ethnic minority commu-
nities whose kin groups are heavily specialized. For example, in Kenya
African-owned and Asian-owned firms use different means of assess-
ing whether a potential new business customer is creditworthy {Biggs,
Raturi, and Srivastava, 1996). The Asian firms largely rely upon infor-
mation from their kin-based social network. The African firms, lacking
such a business-oriented network, rely predominantly upen the visual
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inspection of the premises of the potential customer. Lacking informal
enfercement mechanisms, firms need reliable courts, yet the courts
function badly (Widner, 1997). In much of Africa, firms are very reluc-
tant to resolve disputes through the courts. Where the courts are per-
ceived as more reliable, as in Zimbabwe, around three times the pro-
portion of disputes are settled in them as in the rest of Africa.

A third reason why transactions costs are high is because of the high
cost of information. Partly, this is because of the small scale of the
African business community. For example, in most countries the mar-
ket for a financial press is too small to sustain the fixed costs of infor-
mation gathering. A further reason is the high cost, unreliability, and
low density of telecommunications. The high cost and unreliability re-
flect the restriction of telephone services to public monepolies.? Tele-
phone charges, especially for international calls, are the highest in the
world, and Africa has three times the rate of faults per line as in other
developing regions. Being on the telephone conveys externalities; for
example, if nobody else is on the telephone, there is no point in being
on oneself. Hence, the high cost and unreliability, which directly dis-
courage use, have an additional indirect discouraging effect as a result
of the reduction in telephone density. Africa has the lowest telephone
density in the world. The poor phone system is an obvious direct im-
pediment to manufacturing exports. However, it also feeds back onto
the formation of social capital. Social capital is formed by the interac-
tion of business managers. A bad phone network raises the cost of such
interaction and sc reduces it. Social networks are important mecha-
nisms for the gathering of information about manufacturing tech-
niques as well as reducing problems of contract enforcement. For ex-
ample, Barr (1996) in a study of Ghanaian manufacturing firms finds
that the social network of the firm substantially and significantly af-
fects its productivity: the larger the network, the more productive the
workforce. She further shows that foreign-owned firms in Ghana are
significantly more productive than Ghanaian-owned firms only be-
cause they have larger networks of foreign contacts. The years of anti-
trade-biased policies in Ghana reduced the opportunities for busi-
nesses to make foreign contacts, so that foreign ownership provided an
important social advantage. In a more outward-oriented pelicy envi-
ronment, firms would have been able to make foreign contacts through
trade, so ownership would probably have been less important.

IEven when these are privatized, the monopoly is sometimes retained. as recently in Cote
d'Ivoire.
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A final reason why transactions costs are high is because of the poor
quality of ancillary public services. For example, one of Africa’s ex-
ports with considerable scope for growth is fish. However, fish exports
require health inspection and certification; otherwise, they are not al-
lowed into the importing country. Fish inspectors are public officials.
In Uganda, fish exporters complain that they may have to wait several
days before an inspector visits, the resultant delay making the fish un-
exportable. Since modern retailing in European markets itself depends
upon the complete reliability of supply, such interruptions may make
the product completely unexportable. A second example is the work-
ing of certification of truck transportation. While load certification can
have some value, its actual operation is a source of competitive cor-
ruption (Schleifer and Vishny, 1993). If many enforcement agencies
and officers each take the opportunity to exact a rent, the total level of
charges can be transaction-prohibiting,. In the Cote d’Ivoire in 1997, the
syndicate of transport operators went on strike against the predation
of the police force. In response, the government confined the police to
barracks; it is reported that transport costs fell. In this instance, a pub-
lic service that should be reducing transactions costs was in fact sig-
nificantly increasing them. A final example is the failure of duty-draw-
back schemes to work properly. This is important because tariff levels
on inputs for petential manufactured exports are often high. Duty-
drawback schemes in Africa, unlike in parts of Asia, do not make use
of shortcut procedures such as standardized input coefficients. In-
stead, every particular drawback has to be established by documenta-
tion. This is a recipe for delay, and in the context of high inflation,
delay substantiaily reduces the value of any eventual duty refund.

With high transactions costs, a transactions-intensive activity such
as manufacturing is disadvantaged both absolutely and relative to the
transactions-extensive exports of agriculture and natural resources.
Recall that Wood and Berge (1997} find a negative econometric rela-
tionship between the natural resource endowment and manufactured
exports. However, this may be due to an entirely different mechanism
from that which he assumes. It is now established that there is a rela-
tionship from the natural resource endowment to the policy environ-
ment: abundant natural resources appear to induce a poor policy en-
vironment (Sachs and Warner, 1995). Hence, the empirical result may
have arisen not primarily because of the Dutch disease mechanism,
but because of the greater sensitivity of manufactures to the poor pol-
icy environment that natural resources induce. Thus, Africa has had
both poor policies and large natural resources. Natural-resource ex-
ports can survive poor policies better than manufactures. For example,
once tree crops are planted, it is costly to uproot them, and they stay
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productive for around 50 years; harvesting, and hence exports, will
persist even during severe deteriorations in the policy environment.
The economics of mineral extraction is analogous. Africa has thus ex-
perienced increased concentration in natural resource exports, and in
some instances absolute contraction in manufactured exports. How-
ever, this outcome reflects the policy environment rather than the re-
source endowment. Although Wood controls for trade policy, this is
only one aspect of the policy environment affecting the productivity of
manufacturing. To summarize, on this thesis, Africa’s problem is not
that its endowments make it intrinsically unsuited to manufacturing,
but that its current policy environment makes it unsuited by raising
transactions costs.

Distinguishing Between Endowment
and Transactions-Cost Theses

Both Wood’s natural-resource-endowment thesis and the above
transactions-cost thesis predict that Africa would have low levels of
manufactured exports relative to natural-resource exports. However,
they are by no means identical in their implications or predictions. In
their implications, they are clearly radically different. On Wood’s the-
sis, Africa can forget about manufactures; there is nothing to be done.
On the transactions-cost thesis, there is everything to be done. Policy-
makers can, by reducing transactions costs to world levels, make
Africa into the most competitive region in the world for labor-inten-
sive manufactures because of Africa’s low and relatively declining real
incomes.

Since the implications are so drastically different, it is important to
see how the theses can be distinguished. Wood's thesis and the trans-
actions-cost thesis have two testably different predictions. The first
testable corollary of the Wood explanation for Africa’s failure to export
manufactures is that the returns to labor would be higher in natural-re-
source-abundant environments, such as Africa, than in Asia. Clearly,
there are instances in which the Dutch disease mechanism is suffi-
ciently powerful to vield this result. Thus, Saudi Arabia does not ex-
port manufactures because its wage levels are too high for it to be com-
petitive, and in Africa the same is likely to be the case for Botswana.
Globally, the Dutch disease effects of natural-resource abundance will
partially accoeunt for the econometric relationship that Wood estab-
lishes. However, in Africa it is evidently not the predominant explana-
tion for the failure to export manufactures: income levels are now
lower than in Asia, and the gap is widening rapidly. Africa’s greater
quantity of natural resources evidently has not mapped into a higher
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price of labor.? China already has a purchasing power parity per capita
income higher than all sub-Saharan African countries except Botswana,
Namibia, and South Africa. During the period 1990-94, it was growing
12 percent annually more rapidly than the average for sub-Saharan
Africa. At such growth rates, every 6 years per capita income in China
will double relative to that in Africa. By around 2006, even the higher-
income African countries, such as Cote d’'Ivoire, Kenya, and Zim-
babwe, would have per capita incomes less than one-fifth those of
China. This evidence must be qualified because there is no necessary
mapping from differences in real incomes in the economy as a whole to
differences in real product wages in manufacturing. First, the real ex-
change rate might be higher in Africa than in Asia, so that real incomes
(which reflect mainly the price of nontradables) could be higher in
Asia, while real product wages could be higher in Africa. However, this
itself may be an outcome of policies that keep the exchange rate ap-
preciated. Second, the wage in African manufacturing may be higher
relative to the returns to labor in the economy as a whole than in Asia.
This might reflect labor market policies, such as minimum wages, or
the greater power of African labor to extract rent-sharing wage levels.
Again, such wage premiums might be amenable to policy.

While both real exchange rate differences and labor market differ-
ences probably considerably reduce the differential in real manufac-
turing product wages relative to that in incomes, as the income differ-
ential widens and as policies change, Africa should become
competitive. Africa’s favorable endowment of natural resources alone
does not make it intrinsically uncompetitive relative to Asia’s. On the
contrary, Africa will look increasingly competitive, as long as it can
offer an environment in which factors can be as productive as in China.

The second testable corollary of Wood's thesis concerns the flow of
capital. Natural-resource-based activities may not need as much capi-
tal as manufacturing {although some of them clearly need more), so
that Africa would not attract a large capital inflow. However, it seems
hard to believe that it would, on account of having natural resource
abundance, experience a capital outflow. Yet this is what has hap-
pened. Table 2 shows that by 1990 Africa had had far more capital
flight than any other region relative to its total wealth, despite having
a far lower stock of capital per worker.

Similarly, even thuugh the quantity of human capital in Africa is less than in Asia, it does
not pecessarily follow that its price is higher than in Asia, because the demand for human cap-
ital might be lower than in Asia if transactions-intensive activities are also intensive in human
capital.
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Table 2. Capital Flight and Factor Proportions

Ratio of Capital Flight Private Capital per
Region to Private Weaith Worker {in U.5, dollars)
Sub-Saharan Africa Q.39 1,069
Middle East 0.39 3,678
Latin America 0.10 17,424
South Asia 0.03 2,425
East Asia 0.06 4,711

Source: Collier, Hoeffler, and Pattillo {1998), Table 1.

The remarkable exodus of capital demonstrates two things. First, it
shows that African governments have never really had captive capital.
During the 1970s and 1980s, when they behaved as though they had
such power, they faced a massive capital exodus. Between 1970 and
1990, 39 percent of African private wealth came to be held outside the
continent. Africa was thus the first continent to experience the global-
ization of its capital market. It was better integrated into world capital
markets than other continents because its economies were small and
heavily internaticnalized as a result of the investment pattern under
colenialism. A corellary of this is that Africa has little further capital to
lose from globalization. Rather, it has enormous potential benefits
should globalization develop into a two-way instead of a one-way
street.

The second thing that the exodus of capital demonstrates is that the
African policy envirenment has been much worse than elsewhere.
Such an exodus cannot be explained in terms of an abundance of nat-
ural resources.

Where does this leave Wood's thesis? Evidently, in its initial form it
is not sufficient to explain observed phenomena; however, it can be re-
habilitated by a modification.* The modification combines the as-
sumptions of the Wood model with those of the generalized policy
technology model: across all sectors uniformly, Africa is less produc-
tive than Asia. This produces a capital exodus and lowers African in-
comes, but it does not, by assumption, differentially disadvantage
manufacturing. Manufacturing then gets hit again by Dutch disease
from natural resources, and it is this that determines Africa’s compar-
ative advantage.

‘Wood has proposed this modification to me in discussion, though [ do not wish to imply
by this that he necessarily accepts that such a modification is necessary.
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Wood “Mark II” is consistent with the observed stylized facts of
trade, wages, and capital flows, and it carries the same policy punch-
line as Mark I. Although in Mark II African governments can do a lot
to improve the policy environment, this will not bring about manufac-
tured exports; rather, it will lead to more productive natural-resource-
based exports. However, Wood Mark II still faces problems with the
detailed facts of the African policy environment. As discussed above,
this environment is peculiarly hostile to transactions. This is why, in
the more extreme cases of poor policy, such as Uganda during 1971-86,
the structure of the economy shifted heavily out of transactions-inten-
sive activities and back into subsistence agriculture (Collier, 1997).
Manufacturing is transactions-intensive. If this is accepted, then Wood
Mark II simply falls to Occam’s razor: it is unnecessary as an explana-
tion because the phenomenon has already been explained.

What Will Move Where in Africa?

[ now return to the notion that, in a globalizing economy, Africa po-
tentially has three degrees of freedom: labor emigration, capital mobil-
ity (in each direction}, and trade. Different African countries are best
suited to different ways of integrating into the global economy.

[ have already suggested that one group of economies, which might
be thought of as the Burkina Faso-type economies, are most likely to
integrate through labor exodus. The policy issue is then to ensure that,
instead of whole families leaving the country permanently, workers
leave it temporarily and then repatriate their savings.

A second group of economies might be termed the Wood economies.
These are the economies in which natural resource endowments are so
large that Dutch disease will preclude manufacturing. I think that this
applies to Angola, Botswana, and Namibia.

A third group of countries are the Findlay economies. The composi-
tion of public expenditure is hostile to capital, so there will be a capi-
tal exodus. Zimbabwe and South Africa are the potential candidates
for this category. The recent decision of President Mugabe to make
large unbudgeted public expenditures on war veterans is a classic in-
stance of such behavior and of the genuine dilemmas that give rise
to it

A fourth group of countries are the high-transactions-cost
economies. I would categorize this as applying to most African
economies. For these economies, whether globalization achieves any-
thing will depend upoen the radical reduction in transactions costs. In
the countries that succeed in doing this, there will be a capital inflow,
manufacturing exports, rapid growth, and falling poverty.
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Trade Policy

So far I have said nothing about trade policy and globalization, ei-
ther Africa’s trade policy or that of the rest of the world. Implicit in
what I have said is that trade policy is no longer the central policy as-
pect of Africa’s trade performance, and in this I agree with Rodrik
(1997). However, it is evidently of some importance.

Much the most important aspect of trade policy is that African gov-
ernments should continue to reduce trade barriers. Despite Rodrik's
evidence to the contrary,® the balance of evidence remains heavily that
trade restrictions reduce growth and that they have done so more cat-
astrophically in Africa than any other region (Sachs and Warner, 1997;
Collier and Gunning, 1997). Africa continues to have higher trade bar-
riers than other regions (Dollar, 1992}, and it participated least in the
negotiated reductions in barriers during the Uruguay Round. Fortu-
nately, as Wang and Winters (1997) show, Africa does not face very sig-
nificant trade barriers in its major markets, so in one sense the lack of
participation in the WTO has had little cost. However, highly informed
observers such as Richard Blackhurst (the former chief economist of
the WTQ), think that Africa would have been able to achieve reduc-
tions in the barriers that it faces were it to have offered something dur-
ing the round. Since the reductions in African trade barriers would di-
rectly benefit Africa, any further benefit in terms of reduced barriers
facing Africa would be an additional bonus rather than the rationale
for trade liberalization. I argue below that participation in the WTO is
potentially important for African countries, but not primarily because
of their opportunities for improved market access.

Probably the most important Uruguay Round change that will aftect
Africa is the phasing out of QRs, and in particular the demise of the
MFA during the next 8 years. This is both a threat and an opportunity.
It is a threat because it removes the value of Africa’s current MFA quo-
tas. Hence, if by 2005 Africa still needs protection against Asia to be
able to sell its garments and textiles, then it will lose its markets. This
is very likely in parts of Africa. Conversely, in those parts of Africa that
become internationally competitive by 2005, the end of the MFA is a
huge opportunity. The world market in garments and textiles is so
large relative to Africa’s current level of manufacture that being com-
petitive would permit explosive growth even faster than that seen dur-
ing the 1990s in Bangladesh.

5This relies only upon an African sample, and since intra-African variation in trade policy is
much more limited than global variation, it is to be expected that trade policy would appear
to be less significant as a determinant of growth.
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What, if any, role has trade policy had in making African manufac-
turing more competitive? I have argued above that the core of this
process concerns public policy toward reducing transactions costs. |
now briefly consider whether there is a case for “industrial policy.”
There is, in fact, an important role for policy toward industry. That is
to confront firms with as much competition as possible, by reducing
trade protection, by prosecuting cartels and removing backdoor pro-
tection through government procurement privileges. There is some ev-
idence that trade liberalization can raise productivity both by a learn-
ing-through-exporting effect, and through increased competition.
Current research by Bernard Gauthier on a panel sample of manufac-
turing firms in five African countries establishes that those firms that
were exporting in the first round of the survey experienced signifi-
cantly faster growth in productivity in the subsequent two years. This
is consistent with a learning process from exporting analogous to
Barr’s result on the efficacy of foreign networks discussed above ® Hay
(1997} shows that the sharp increase in competition resulting from
trade liberalization in Brazil raised total factor productivity by 40 per-
cent. In Africa, the most protected industrial sector was that of Zim-
babwe, which had enjoved blanket QRs from 1965-91. A survey of
1992 found that only 7 percent of manufacturing firms regarded com-
petition as a significant problem. Two years later, after liberalization
had started to have an effect, the proportion had risen to 37 percent
(Ncube and others, 1997). This strategy of raising productivity through
competition is the opposite of “selective protection” to build “capabil-
ities,” which has been advocated by seme policy commentators.

African Integration into World Financial Markets

The feature of globalization on which 1 now focus is the increasing
integration of the world’s financial markets, both for capital and for
risk. I consider them in turn.

The Attraction of Capital to Africa

Before 1914, the capital surplus countries, notably the United King-
dom, were running capital outflows of around ¢ percent of GDP, and
the economies with new investment opportunities and low domestic
savings capacity, such as Canada, were receiving capital on a similar

*lt is, however, not conclusive. Firms with better managements could both be better at ex-
porting and have more rapid efficiency growth,
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scale. The various catastrophes of the twentieth century interrupted
this process. However, the world financial system now has far better
information than it did before 1914, and proportionately much higher
levels of securitized assets under professional management. It also
faces much lower risks of major warfare, because the precarious bal-
ance of power guarantee of peace that prevailed before 1914 has given
way to the pax Americana. Hence, it should be possible to reach levels
of capital flows to capital-scarce economies that proportionately ex-
ceed these earlier levels. Capital flows to developing countries are still
proportionately much lower than pre-1914, but they are growing
rapidly.

However, flows to Africa other than South Africa are negligible
(Bhattacharya, Montiel, and Sharma, 1997). It might appear that Africa
has yet to integrate into the world capital market. More properly,
Africa has become detached from private capital inflows: 20 years ago,
it accounted for around 9 percent of the total private capital flows to
developing countries, whereas by the first half of the 1990s its market
share had failen to only 1.6 percent. Even this was an improvement
upon the late 1980s; during the period 1989-94, net investment from
the OECD economies was $8 billion, a fourfold increase over the pe-
riod 1983-88.

The investment of the 1990s has been inward fooking and confined
to a small section of the world’s companies that happen to have an in-
formational advantage about Africa. Evidence on the inward-looking
nature of foreign investment to Africa comes from a survey conducted
of foreign investors to five East African countries conducted in 1994. [t
found that virtually none had considered a location outside East Africa
for their project. Presented the other way round, this shows that East
Africa is not on the shortlist for internationally footloose investment
projects; it was considered only for those projects that could not be lo-
cated elsewhere, presumably either because of natural resources or be-
cause the investment was intended to serve the local market. While
this inward orientation continues, foreign investment will be growth-
dependent, rather than growth-generating. Evidence on the informa-
tional segmentation of corporate investment in Africa comes from its
geographic composition. More than 60 percent of OECD investment in
Africa during 1989-94 came from just two medium-sized OECD
economies, France and the United Kingdom. That investment to Africa
was so skewed toward the two former main colonial powers suggests
that other potential investors were deterred by a lack of knowledge.
Investment in Africa appears to have been only for the cogniscentt:
those firms that had long-established links with Africa, were over-
whelmingly British or French, and were in a position to detect the im-
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proved investment climate and respond to it. Other foreign firms did
not invest because of a lack of knowledge. In these two senses, Africa
has yet to globalize. It is not attracting investment from a global pool
of investors, and it is not attracting investment that is globally, rather
than domestically, oriented.

Until recently, the explanation for this was that, in terms of the rate
of return on capital, Africa was not capital-scarce: the poor policy en-
vironment had lowered returns below world levels. Collier and Gun-
ning (1997) estimate that during the period 1960-90 the return on cap-
ital in Africa has been around one-third less than the world average.
However, with the policy reforms of the 1990s this is changing: during
1990-94 the rate of return on FDI was around 60 percent higher in
Africa than in other developing regions (Bhattacharya, Montiel, and
Sharma, 1997). The phenomenon to be explained is that Africa is not
attracting capital despite these reforms.

Africa has failed to attract private capital during the 1990s because
it is perceived as a high-risk environment. One measure of this is the
Institutional Investor risk ratings, which estimate country risk on a scale
from 0 (high risk) to 100 (safe). On this scale, Africa deteriorated on av-
erage from 30 in 1980 to 21 in 1995, by when it was the most risky re-
gion in the world. Jasperseon and others (1998) establish that there is a
significant econometric relationship globally between the risk ratings
and investment. Presumably, the risk ratings are proxying concerns
that genuinely deter investment. We can learn more about these con-
cerns from investor surveys. Surveys of investor intentions find that
the single main deterrent to investment in Africa is the perceived high
risk (Blakey, 1992; World Bank, 1994). Among risks, the most important
15 the fear of policy reversal: African policy environments are seen as
unpredictable. Hence, the task of integrating into world capital mar-
kets, on the receiving end of capital instead of in the past as suppliers
of capital, is primarily that of African governments building reputa-
tions for policy reliability.

Clearly, the most important means by which a government can build
reputation is through its pertormance. However, elsewhere, govern-
ments have used commitment arrangements to accelerate the building
of reputation beyond that which would occur purely through good
performance. In the limiting case, a government that is resolved to
maintain good performance simply uses commitment mechanisms as
a signaling device. That is, the commitment mechanism merely signals
to private agents that the government has resolve, rather than in any
way changing government behavior. If the signal is effective, the com-
mitment mechanism may be useful in accelerating the building of rep-
utation and hence in raising investment. However, a government
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might wish to use a commitment mechanism not only as a signal but
also as a discipline that changes its own behavior. For example, a gov-
ernment might resolve to avoid large budget deficits, but nevertheless
find that the promulgation of a cash budget procedure provides a com-
mitment mechanism without which it is unable to implement its re-
solve. In general, commitment mechanisms have both these features:
they are signals to private agents about government intentions, and
they are also specific procedures for converting good intentions into
realized policies. In turn, a mechanism that converts intentions into re-
alized policies will enhance credibility. The cash budget not only sig-
nals to private agents that the government is resolved to avoid large
fiscal deficits; it also reassures them that a viable means has been put
in place for achieving this resolve.

I refer to commitment mechanisms as “agencies of restraint.” I clas-
sify such agencies according to their domicile and the source of their
power. Their domicile can be purely domestic, purely external, or a
hybrid. For example, a national central bank is a purely domestic
agency, donor conditionality is purely external, and regional agree-
ments are partly domestic and partly external. Agencies of restraint
can derive their power through being based on penalties, through the
devolution of authority, or through some combination. For example,
by establishing an independent central bank, a government is able to
restrain itself from interfering with the setting of interest rates. It
achieves this through shedding authority. However, an independent
central bank thereby also acquires a role as a restraint over the fiscal
policy of the government. If the government chooses to run a large fis-
cal deficit, the central bank can raise interest rates. In turn, this inflicts
political costs on the government since electors dislike the increase in
interest rates. Hence, an independent central bank is both a restraint
upon monetary policy, based upon shedding authority, and a restraint
upon fiscal policy, based upon penalties. [ now consider various agen-
cies of restraint that African governments can use to reassure in-
vestors. I first consider the use of commitment mechanisms to allay in-
vestor fears of macroeconomic instability. I start with two purely
domestic agencies of restraint, an independent central bank and a cash
budget, then introduce two external agencies, capital account convert-
ibility and donor conditionality, and finally the hybrid of regional con-
vergence criteria.

Independent Central Bank

Granting independence to the central bank is the classic way in
which the government can restrain itself. The perceived effectiveness
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of the Bundesbank, the Federal Reserve, and the Reserve Bank of New
Zealand has induced a widespread move toward the institution. In
1997, the British government gave the Bank of England independence
over monetary policy, and the planned European Central Bank will ex-
tend independence to most of Europe. Many African governments
have adopted legislation that devolves power onto central banks and
protects the governor from dismissal. However, the evidence on the ef-
fectiveness of central bank independence in developing countries is
not encouraging. Cukierman, Webb, and Negapti (1992) feund no re-
lationship between their degree of legal independence and the rate of
inflation. Rather, it was the tenure of the governor that was important,
suggesting that power relationships remained personalized rather
than being embedded in the legal framework. The recent shift to
democracy in Africa is likely to change this, making central bank in-
dependence a reality rather than a legal fiction. However, it will take
time for legally independent central banks to establish their own cred-
ibility with private agents. In the short term, central banks face the
same credibility problem as the government and so are not an impor-
tant means for credibility enhancement.

Cash Budget

To date, the most effective domestic agency of restraint upon gov-
ernments has been the cash budget. The power of this rule derives
from its simplicity and its conversion of what is intrinsically a contin-
uum into a specific quantitative target, namely a zero deficit. The prin-
ciple that spending should not exceed income is readily defensible in
cabinet, even though as an economic proposition it is not in fact cor-
rect. The economically correct proposition, that a deficit should not
over the course of a business cycle exceed the level consistent with sus-
tainable debt accumulation, does not produce a precise target. As a re-
sult, it does not provide a defense in cabinet against incremental
spending requests.

While cash budgets have proved effective in the short term, given
their lack of economic rationale it seems unlikely that they can persist
as long-term restraints. They therefore gradually need to be replaced
by more sustainable restraints, conceivably by independent central
banks.

Capital Account Convertibility

Capital account convertibility provides a restraint upon the govern-
ment because unsustainable policies are punished by capital flight.
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The experiences of the United Kingdom in 1992, of Mexico in 1994, and
of East Asia in 1997 demonstrate the power of this mechanism to inflict
punishment. However, the very fact of these currency crises also
demonstrates that governments have sometimes failed to take the
threat sufficiently seriously. A few African governments have recently
adopted full convertibility. Since capital controls have been ineffective,
the adoption of convertibility is usually unlikely to produce transi-
tional capital flight, although this occurred in Zambia, where the adop-
tion of convertibility preceded fiscal stabilization. Rather, the expecta-
tion would be that convertibility would lead to an initial increased
inflow of capital. The potential withdrawal of this capital would then
constitute the penalty-based restraint mechanism. In several
economies, private capital inflows have become bunched into eu-
phoric surges that have appreciated the exchange rate and financed
consumption booms. There is clearly a need for macroeconomic man-
agement to prevent such unsustainable behavior. One possibility is for
the taxation of short-term capital flows. However, this carries a high
cost. [t signals to potential investors that the government reserves the
right to tax them, and reduces the liquidity of their investment,
thereby confirming investors in their fears about African governments.
Further, it is likely to be highly ineffective in practice because investors
can find many illegal routes for removing capital.

Donor Conditionality

Donor conditionality has been used extensively as a macroeconomic
policy restraint mechanism. Governments reach agreement with the
IMF on monetary targets, which are then monitored. Breaches of the
targets in principle attract aid penalties both directly through IMF
ESAF financing and indirectly through cross-conditionality between
IMF programs and the aid programs of other denors. In practice,
donor conditionality has been quite ineffective as a means of enhanc-
ing credibility. One measure of this is that, despite being the major re-
cipient of such conditionality, Africa is rated as the riskiest continent
for investment. One reason for this is that fully three-quarters of IMF
ESAF programs have missed their targets sufficiently badly for the
program to be canceled or interrupted. As a result of this history, donor
conditionality now faces its own credibility problem as a restraint.

Regional Stability Pacts

A hybrid agency of restraint that has yet to be used in Africa is re-
gional agreements on a “stability pact.” Such criteria, encapsulated in
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the “convergence criteria,” have recently proved highly effective in
Europe. European governments agreed on targets for fiscal deficits (3
percent of GDP) and for government debt (60 percent of GDP). As
with cash budgets, there is no particular economic rationale for these
precise numbers. However, their promulgation has a powerful politi-
cal effect for two reasons. First, the quantitative target converts some-
thing that is intrinsically a continuum into something precise. This
changes the politics of incremental public expenditure. While ever the
cost of deficits is viewed as a continuum (which is correct in terms of
economics), no single proposal for additional spending can be vetoed
on the grounds of the clear and unacceptable cost of an increased
deficit. By contrast, once there is a quantitative target, the political
costs of incremental expenditure cease to rise as a continuum but be-
come discrete: any proposal that would push the deficit over the tar-
get incurs high political costs and so can be rejected. Second, the
power of the convergence criteria rests on the fact that governments
that are accepted as peers have reached agreement on them and that
many of these governments will meet them. Failure to achieve the tar-
get thus signals to the domestic electorate that its government has
failed on its own terms. The European agreement on convergence cri-
teria will eventually include fiscal penalties. However, these are prob-
ably incidental to effectiveness. To date there have been no fiscal
penalties, yet the criteria have already radically changed fiscal be-
havior as governments make painful fiscal decisions to achieve the
targets. This demonstrates that it is the existing political penalties
rather than the prospective fiscal penalties that give the institution its
power.

There is scope for African governments to use their regional group-
ings, and indeed their continental groupings (ECA, ADB, OAU) to
forge stability pacts. The fiscal and debt targets need not be the same
as the European criteria, nor indeed need the coverage of an agree-
ment include or be confined to fiscal deficits and debt. However, the
principle should be that African governments would themselves agree
on what constituted unacceptably bad economic policies. By delineat-
ing such policies and agreeing to avoid them, governments would
build political penalties against their adoption that would reduce the
perceived risk facing investors. This process has dramatically reduced
interest rates across Europe in the past year, and it can have a similar
effect on investor confidence in Africa.

I now move from general fears about the macroeconomy to specific
fears about investor rights. I consider three agencies of restraint: pub-
lic insurance arrangements, credit syndication, and investment
charters.
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Public Insurance Agencies

The most direct way to cope with risks is to insure against them.
However, the political and policy risks that concern investors in Africa
are only to a very limited extent covered by commercial insurers. In-
stead, several OECD governments have created public insurance
schemes for investment in and exports from their countries, notably
the Overseas Private Investment Corporation {OPIC} in the United
States and the Export Credit Guarantee Department in the United
Kingdom. More recently, the World Bank has created its own insurance
arm, the Multilateral Investment Guarantee Agency (MIGA). Al-
though ostensibly insurance arrangements, these agencies are in fact
better thought of as commitment mechanisms that can be used by the
host government. That is, they are agencies of restraint.

The public insurance schemes act as agencies of restraint because the
government of the country receiving the investment is a party to a
legal agreement that commits it to compensate the insurance company
for any payouts. For example, OPIC recovers 80 percent of the money
it pays out to firms on claims from host governments. OPIC thus acts
as an intermediary more than an insurer. Its function as an intermedi-
ary is nevertheless valuable. Firms gain comfort from the fact that their
claim will be assessed impartially and payment will not be delayed.
Thus, however suspect is the legal system in the host country, or how-
ever impecunious the government, if the firm has a legitimate case it
will receive swift compensation. The shifting of the task of recovering
compensation from the firm to the insurance agency also increases the
chances that the government will indeed pay the compensation. This
works in two ways: investor coordination and cross-conditionalities.

Whereas a single firm is likely only to be in dispute once with a host
government that (say) arbitrarily confiscates its assets, the insurer and
the government are in a long-term relationship. If the government fails
to adhere to its agreement with the insurer, the insurer can refuse fur-
ther business in the country. This acts as a substitute for direct coordi-
nation among future private investors. Clearly, such coordination
would be impossible because most firms that will become future in-
vestors do not know that they will do so. Private firms cannot, there-
fore, make credible threats of investment strikes in response to gov-
ernment behavior. The threat of withdrawal of insurance for future
investors thus acts as an indirect coordination mechanism. Were the
risks instead covered by a private competitive insurance market, the
insurance companies would not be able to achieve the same degree of
investor coordination unless they themselves acted collectively. How-
ever, collective action among competitors encounters problems of free
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riding. With political risk insurance effectively supplied only by MIGA
and a few national agencies such as OPIC and ECGD, the scope tor col-
tusion is much greater.

Although this coordination of investors weakens the power of the
host government, the government can find it valuable. The govern-
ment faces a problem brought about by the lack of credibility of its
own assurances to individual investors, since ex post of investor com-
mitment, the government is in such a strong position. The main con-
sequence of this is not that the government is able to benefit from ex-
ploiting naive foreign investors, but that it forfeits the potential
benefits of investment as streetwise investors go elsewhere. Investor
coordination can thus be in the interests of the host government. An
analogy is how the French government of the eighteenth century re-
built its reputation with potential creditors after a history of bond de-
faults. The government itself initiated bondholder coordination by cre-
ating an officially recognized association with which it deait. With
bondholder collective action facilitated {and thereby bondholder
power increased vis-a-vis the government), French government bonds
became less risky, and so the government was able to raise more
finance.

While the pubtic insurance agencies work in part by indirect in-
vestor coordination, their main power probably comes from cross-
conditionality. Behind OPIC stands the U.S. government with its mui-
tiple powers of enforcement, including both the financial flows from
the U.S. Agency for International Development and diplematic chan-
nels. Behind MIGA stands the World Bank. Cross-conditionality be-
tween insurance claims and these other relationships does not have to
be explicit for it to be effective,

The combined effect of investor ceordination and cross-conditional-
ity is that the public insurance agencies function as effective agencies
of restraint. Because they recover around 80 percent of claims, their
premiums are correspondingly much lower than the underlying na-
ture of the risks involved and so much lower than would be charged
by a competitive private insurance market.

However, the public insurance agencies have three disadvantages
from an African perspective. First, they do not provide cover for do-
mestic firms. Second, they are highly selective in the business they ac-
cept. Third, partly because of highly conservative capital requirements
for its guarantees, MIGA is reaching the limits of its capital.

The restriction of coverage to foreign firms clearly places domestic
firms at a disadvantage. In the limit, this would give rise to a situation
in which African wealth was held in the OECD economies, while the
African capital stock was owned by OECD-based firms. Nevertheless,
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African firms are able to benefit indirectly from the public insurance
agencies in two ways. First, they commonly seek joint enterprises with
foreign firms. Association with a foreign firm increases the security of
the domestic firm vis-a-vis its own government. Second, the presence
of foreign firms that have protection from government abuse of power
provides some defense for domestic firms. The standards that the gov-
ernment must adopt toward foreign firms may spill over toward its
treatment of domestic firms. More interestingly, foreign firms may re-
gard the way in which the government treats its domestic firms as a
signal of its true intentions toward the business sector as a whole, and
thus as a guide to their own long-term security. As a result, the gov-
ernment may feel constrained in its behavior toward its captive do-
mestic firms by the response of noncaptive foreign investment. De-
spite these indirect benefits, if public insurance were the main agency
of restraint in Africa, it would clearly disadvantage domestic firms. Al-
though this pro-foreign bias is not Africa-specific, since risk is much
more important for investors in Africa than in other continents, its ef-
fect in Africa will be disproportionately great.

The public insurance agencies have been accused of cherry picking,
in effect restricting their cover to the lowest risk propositions. One rea-
son for this may be that their capital base does not permit them to ex-
pand their business very rapidly. The present practice is for an invest-
ment guarantee to reguire capital backing to the full extent of the
guarantee. This highly conservative practice has led to MIGA rapidly
reaching the limit of its capital base.

The combination of restriction to foreign companies and selectivity
among them leaves much potential African investment uncovered by
political risk insurance. Hence, it remains important to reduce the risks
facing investors through the use of other agencies of restraint.

Credit Syndication

Credit syndication provides a further opportunity for a restraint
mechanism. It relies for its effectiveness upon the same two processes
used by the public insurance agencies: investor coordination and
cross-conditionality. For example, when large mining houses make in-
vestments in high-risk locations, they typically build syndicates of as
many as 60 banks from different countries. The rationale for this is not
that the mining companies need the finance, since they are often
among the largest financial entities in the world. Rather, by involving
the banks of many OECD countries in their investment, they seek to
maximize the international damage that would be done to the host
government in the event of default. First, the large network of banks
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provides a degree of indirect coordination among the unknown popu-
lation of prospective investors. Second, there is an element of cross-
conditionality, both because the banks that are party to the default are
less likely to lend to the government, and because they are liable to
lobby their own host governments for redress. Syndication functions
to orchestrate the response to a default, thereby increasing the penal-
ties and so reducing the underlying risk. Thus, while ostensibly a risk-
sharing mechanism, it is better regarded as a risk-reducing mechanism.

Investment Charters

Recently, African governments have started to promulgate invest-
ment codes. Warner (1998) proposes the essential elements that any
such charter should contain: basic obligations, specific obligations, and
a dispute resolution mechanism. The basic obligations are of trans-
parency, the right of establishment, and the right to equal treatment.
The specific obligations are of the adoption of international standards
with respect to compensation for expropriation; the avoidance of dou-
ble taxation; prohibitions on corrupt practices; and a commitment to
principles of competition, including the prohibition of cartels. There
should be a binding settlement mechanism for disputes between in-
vestors and states, a model being that set out in the NAFTA treaty. At
present, African investment charters do not usually meet these re-
quirements. Several national charters have recently been issued by in-
vestment authorities. However, they tend not to have independent dis-
pute resolution mechanisms, leaving the power of interpretation with
either the government itself or with national courts. There have been
some investment charters at the regional level. For example, both
ECOWAS and the PTA include investment codes, However, these are
very general, and the basis for their enforcement is unclear. An alter-
native advocated by Warner is for African governments to sign up to
multilateral investment charters. There have been schemes for an Asia-
Pacific Investment Code and an OECD-sponsored Multilateral Agree-
ment on Investment (MAI) that might be lodged with the WTO,
Warner suggests that African governments would gain more credibil-
ity by signing one of these charters than from producing one that was
Africa-specific.

Currently, the proposed MAI is making significant progress and
could well become adopted as a part of the architecture of global eco-
nomic relations. Properly designed, this would most benefit those
countries with the most severe credibility problems, Ironically, at pres-
ent the group of low-income developing countries is seeking to oppose
the MAI on the grounds that they do not want to be locked in to good
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treatment of foreign investors. This is a failure to recognize the time in-
consistency problem. A refusal to build lock-in mechanisms does not
lead to successful national predation of foreign investors but rather to
a low level of foreign investment. Finally, I consider two measures for
locking in to liberalized trade policy.

North-South Reciprocity

The model for North-South reciprocity as a lock-in mechanism for
trade policy is NAFTA. In principle, the penalty of loss of access to ex-
port markets that enforces adherence could be achieved within an
African regional grouping. However, the potential intra-African trade
(other than that involving South Africa) is still quite limited, so such
regional groups as yet cannot impose sufficiently severe penalties. Al-
though there is currently a proposal within the United States for a
NAFTA equivalent with Africa, since United States-Africa trade is
quite small, the obvious equivalent for Africa is not an arrangement
with the United States but with Europe. The revision of Lomé would
provide a negotiating context for such reciprocity.

World Trade Organization

The WTO is an external, participatory agency of restraint; a member
country binds itself by accepting the GATT-WTO provisions. The most
useful provision is the ability to bind tariff rates. Bound tariffs are
more credible and so reduce investor risk., To date, African govern-
ments have made little use of this opportunity; few tariffs are bound,
and even where they are bound they are at levels so far above actual
{applied) tariffs that the binding is more likely to signal an intention
subsequently to raise tariffs than to maintain a liberalized regime. For
example, the government of Zimbabwe undertook to bind its taritfs at
the levels in force on the day it signed the Uruguay Round. On that
day, it momentarily raised all its tariffs to 100 percent. Not only are
African governments failing to make use of the credibility-enhancing
opportunities of the WTO, but in an important respect the WTO rules
are too weak for Africa’s needs. WTO rules do not restrain trade pol-
icy in the area that in the past African trade restrictions has been most
prominent: foreign exchange rationing.

Summary

Africa currently faces a credibility problem, which is deterring a
capital inflow. This is particularly severe with respect to macro-
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economic policy, investor rights, and trade policies. If an African gov-
ernment maintains good policies in these three areas, it will eventually
overcome the credibility problem. | have reviewed a variety of agen-
cles of restraint that may enable Africa to accelerate this process of rep-
utation-building. There is particular scope for hybrid agencies that in-
volve cooperation between African governments, sometimes in
conjunction with OECD governments. There is also scope for the grad-
ual evolution of purely domestic agencies from the present heavy re-
liance upon cash budgets to reliance upon independent central banks.
There is also scope for greater use of instant restraints, notably capital
account convertibility.

Integration into Global Risk-Bearing Markets

[ now turn to potentially the most important aspect of globalization
for Africa: the market in risk. It is important for Africa in two senses.
First, Africa is more marginalized in the market for risk than in the
markets for products and capital. Second, in many dimensions it is the
riskiest continent, and yet it probably has the least {and arguably di-
minishing} domestic risk-bearing institutions and organizations.

I have noted above that, on the international risk ratings, Africa is
the riskiest continent. However, this reflects only a small part of why
economic agents in Africa face atypically high risks. In agriculture,
Africa is unusually risky, both because of its semi-arid climate and lack
of irrigation and because of the high prevalence of pests and disease.
In business, risks are high because of the problems associated with the
high transactions costs discussed above.

If information is sufficiently abundant and transactions costs are
sufficiently low, then risks can be almost entirely pooled and diversi-
fied. In OECD economies, the modern corporation need not display
risk averse behavior: it can hedge many of its risks at virtually no cost,
and residual risks can be borne because its equity is held in portfolios
that are highly diversified. As portfolios globalize, the scope for the
pooling of incompletely correlated risks is increasingly being utilized.

Since traditional African economies were characterized by high risks
with few liquid assets, there was a very high premium upon develop-
ing insurance mechanisms. Hence, institutions such as the extended
family developed to provide a low-cost solution to the standard moral
hazard and adverse selection problems of insurance. In some respects,
these traditional institutions are now being undermined by the mod-
ern economy; it may now be advantageous for better-off households to
opt out of their traditional obligations despite the penalities of exit.
That 1s, there is an increasing problem of adverse selection. Perhaps
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more important, the modern sector itself, while facing much higher
risks than its counterparts on other continents, has been unable to de-
velop either informal insurance arrangements akin to those in the tra-
ditional economy or well-functioning formal insurance. The limited
nature of formal insurance reflects the high transactions costs that
have been a theme of the chapter; insurance is one of the most
transactions-intensive activities. As a result, the typical household in
Africa, and more especially the typical firm, must behave in a risk-
averse fashion in its production and investment decisions, even if
these are very costly in terms of loss of income. Thus, in Africa there is
much more risk than elsewhere, and it is more expensively priced.

Yet the risks that Africa faces would be almost entirely poolable or
diversifiable if the transactions costs were lower. For example, African
stock markets are almost completely uncorrelated with each other, let
alone with OECD stock markets. OECD pension funds could add
Africa to their portfolios without any addition in overall risk despite
the high riskiness of individual African stocks and markets. At present,
few African stock markets even have unit trust funds that permit prob-
ably the single largest reduction in the risk of equity holdings. This
makes participation in the local market prohibitively risky for the
African small investor. Such investors are far safer purchasing unit
trusts of OECD stocks. Again, the main reason for this is that unit
trusts become inefficient as transactions costs increase.

A second set of risks that is capable of being borne by modern de-
rivatives markets is that of commeodity price fluctuations, A third is
that of exchange rate fluctuations. Africa is atypically dependent upon
commodities, and it has more currencies relative to GDP than any
other region. Yet very little use is made of derivative markets in com-
modities, and no African country has a fully operating forward ex-
change market with associated derivatives, Virtually all African trade
is at spot prices. This dependence upon spot prices is made more prob-
lematic by the atypically poor transport connections facing African
businesses. There are inevitably long delays between the sale of an out-
put by one firm and its receipt by another firm. Normally, in OECD
economies, these delays would be far shorter, yet they would be cov-
ered by a range of derivatives markets; neither firm would itself take
the risk that market prices would change during the delivery interval.
(Risk reduction gives a further reason for the just-in-time production
system.) In Africa, where producing firms are financially much
weaker, they are faced with either bearing these risks or off-loading
them onto traders. In the event, manufacturing firms in Africa operate
to a remarkable extent upon cash-spot transactions. In effect, they buy
and sell to traders rather than to each other. The trading sector thus
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performs an insurance function in addition to its more normal func-
tions of transportation and information. Yet the trading sector is itself
ill-equipped to perform this role, and it may help to account for the
widespread perception in Africa that traders operate on wide margins.

Globalization of risk-bearing financial markets offers Africa the
gains of risk-pooling. In principle, nearly all these gains would accrue
to Africa, because the price of risk in Africa would fall to the world
price of risk rather than the two prices meeting midway.

However, the obstacles to these gains from globalization are far
greater than those to reaping the further gains from trade or the gains
from capital market integration. Consider, for example, the obstacles to
the creation of derivatives in African currencies. First, there are very
few professional players in African currency markets. The scale of the
market is too small to justify the high fixed costs of information
needed to support professional speculation. Second, there is a scale
threshold for the enforcement of proper conduct on the part of market
participants. For example, banks require a hierarchy of supervision to
prevent rogue trading. Third, derivatives contracts depend upon en-
forceability, which as discussed above is problematic in Africa. It is
well understood that transactions in the formal credit market in Africa
are limited by the low creditworthiness of potential borrowers; firms
are small, they have little collateral, and there is little reliable informa-
tion about their performance. Like credit, derivatives involve in-
tertemporal contracts, in which one party will have a strong incentive
to default. In effect, the constraints upon participation in the global
market for risk are similar to those in the global market for manufac-
tures. While transactions costs are high, transactions-intensive activi-
ties, whether manufacturing or financial services, will be curtailed.

Conclusion

I have argued that Africa has much to gain from globalization. Po-
tentially, Africa can expand its exports intc manufacturing, attract cap-
ital inflows that increase its capital stock, and participate in risk-bear-
ing mechanisms that reduce costly risk averse behavior. However, none
of these gains will accrue on present African policies. While trade and
exchange rate policies have to date been at the center of African policy
debates and might appear to have become even more central as a result
of globalization, they are often no longer the policies most in need of re-
form. | have suggested two types of policies that are now important.

First, African firms operate in an environment in which transaction
costs are much higher than elsewhere, directly or indirectly because of
government policies. These costs differentially handicap those activi-
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ties that are transactions-intensive. Both manufacturing and financial
services are considerably more transactions-intensive than agriculture
or natural resource extraction. These have consequences, both for the
comparative advantage of Africa in product markets and for its partic-
ipation in the markets at risk. In product markets, Africa has a com-
parative advantage in agriculture and resource extraction, and this is
becoming more pronounced as transactions costs continue to fall else-
where in the world. In the risk market, the price of risk is much higher
in Africa than elsewhere: African firms face more risks and yet make
the least use of risk-management financial instruments.

Second, foreign capital is deterred from Africa by perceived political
risks. There are a variety of agencies of restraint that can be used to re-
duce these risks. Usually, they involve governments choosing to lock
themselves in to policy reforms, either by building penalties against
themselves or by shedding authority. To date, African governments
have tended to rely upon donor conditionality as their restraint. The
poor risk ratings of most African governments indicate that they need
to build agencies that have greater credibility.
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Why Is Trade Reform 7
So Difficult in Africa?

Dani Rodrik

The year 1996 was a rare good one for Africa. The continent regis-
tered its highest rate of economic growth in two decades: 5.0 percent
(IMF, 1997). Among the larger economies, the star performers were
Uganda, Ghana, Cameroon, and Cote d'Ivoire, along with Morocco
and Tunisia (see Table 1). While these are good signs, it will take many
years of growth at such levels (or better) to undo the damage that more
than two decades of stagnation and decline have inflicted on most
countries of the region.

The turbulence experienced in world markets since the mid-1970s has
had severe adverse effects on both Latin America and Africa. The upshot
in Latin America has been the wholesale adoption by virtually all gov-
ernments in the region of orthodox recipes—namely, fiscal retrenchment,
deregulation, free trade, and privatization. In sub-Saharan Africa, free
market religion has found far fewer converts. Despite tremendous pres-
sure from donor governments and multilateral agencies, African policy-
makers have generally been more skeptical about the value of opening
up their economies and reducing the role of government. Consequently,
reforms have progressed rather gradually and have been full of inter-
ruptions and reversals. For example, a World Bank review of trade pol-
icy reforms in Africa concludes (Dean, Desai, and Riedel, 1994, p. 50):

Reversal of reform has been frequent. In seven of the couninies examined, ¢i-
ther restrictions which were removed were reinstated, or some existing barri-
ers were strengthened to offset reductions in others. Nigeria, though it elimi-
nated most quantitative restrictions (guotas and licensing) increased
dramatically the number of import bans. Ghana, which was the only counuy
to make great strides in cutting formal waritfs, reversed this with the imple-
mentation of large special taxes on imports. Cowe d'hoire raised tariffs signifi-
canddy, after having reduced QRs. In some cases the motive for reversal appears
to be pressure from importcompeting industries as they begin to experience
compeiition from abroad (e.g., Coe &'lvoire, Ghana). In others. resurgence
of foreign exchange shortages have slowed the liberalization of wariffs {Mada-
gascar), or reversed the foreign exchange market reform itself (Kenya),

Inadequate implementation of reforms is one of the most common
themes running through the literature on African economic policy {see
also Metzel and Phillips, 1997, and Gulhati, 1990).

182
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Table 1. Recent Econoemic Performance of African Countries, in
Comparative Perspective
(Annuol percent change)

Real GDP Consumer Prices

Country 1995 1996 1997 1995 1996 19971

2.9 5.0 4.7 321 248 12.0
Algeria 3.9 4.0 5.0 219 151 7.0
Cameroon 7.0 5.0 6.0 14.3 6.3 3.0
Cote d'lvoire 7.0 6.5 6.0 143 6.6 30
Ghana 4.5 5.0 5.0 59.5 45.6 21.5
Kenya 49 4.2 3.8 1.7 3.0 3.0
Moracco =76 103 3.0 8.1 10 3.5
Nigeria 2.5 21 4.7 70.0 29.3 i4.1
South Africa 3.4 31 2.2 8.6 7.4 10.2
Sudan 4.5 4.0 4.0 57.0 85.0 55.0
Tanzania 38 4.5 50 34.0 25.7 15.0
Tunisia 2.5 7.5 7.0 6.3 5.0 4.5
Uganda 2.8 7.0 7.0 7.4 50 50
SAF/ESAF countries? 4.9 6.0 5.5 22.0 15.7 7.4
CFA countries 4.6 52 57 15.3 6.0 3.2
All developing countries {average) 6.0 6.5 6.6 213 13.1 9.7
All developing countries {median} 4.1 4.3 4.7 10.0 7.0 5.4

Source: IMF {1597}, Table 6.
TEstimates.
2African countries that had arrangements, as of the end of 1996, under the IMF's SAF or ESAF

But more than that, it 1s also the vacillating nature of policymaking
that stands out. Collier cites the Nigerian example: “In the past decade,
Nigerian trade policy has swung from intense foreign exchange ra-
tioning, indicated by a parallel market premium over 300 percent, to a
completely free market, back to even more intense rationing and most
recently back to a free market” (1995, p. 348). The contrast with Latin
America, where governments have stuck with ambitious reforms even
under severe macroeconomic difficulties—for example, during the
Mexican peso crisis of 1995—is quite striking. As a result, the credibil-
ity of African reforms tends to be low, which itself creates a severe
problem. The desired supply responses—in investment and exports—
are unlikely to materialize when significant uncertainty is attached to
the continuation of the reforms.

The very recent evidence notwithstanding, there remains consider-
able controversy over whether World Bank-IMF-type adjustment pro-
grams, of the sort adopted in Latin America, do work in Africa. Com-



184 Dani Rodrik

pare, for example, the World Bank’s own positive evaluation {World
Bank, 1994} with the critique by Lall and Stewart {1996).1 Fortunately,
for my purposes I do not need to get into the issues involved in this de-
bate. Extremists aside, there is actually a fair bit of consensus on what
constitutes a reasonable trade strategy for the countries of Africa. This
consensus can be crudely expressed in terms of a number of do’s and
don’t’s: demonopolize trade; streamline the import regime, reduce red
tape, and Implement transparent customs procedures; replace QRs
with tariffs; avoid extreme variation in tariff rates and excessively high
rates of effective protection; allow exporters duty-free access to im-
ported inputs; refrain from large doses of anti-export bias; do not tax
export crops teco highly. Not only is there wide agreement on these
policies, there is also less dissent than might appear at first sight on
what is to be considered “extreme” or “toc high.”? These desiderata
still leave considerable room for policymakers to make their own
choices over a wide range of trade and industrial-policy options.

Some aggressive reformers like Ghana and Uganda {and Mauritius
before them} have implemented most, but not all, of the above agenda.
But even in this group, reversals have not been uncommeon. Ghana, as
mentioned in the quote above, has implemented a special import tax
of up to 40 percent on top of its import tariffs and retains a relatively
large tax on cocoa exports (GATT, 1992). Other countries have done
much less. Tariffs remain high, trade monopolies continue to exist in
many sectors, export crops continue to be taxed, and trade procedures
continue to be characterized by red tape and corruption (see the dis-
cussion in Metzel and Phillips, 1997). The main question, then, is why
so little progress has been made with reforms that are endorsed by
economists of diverse persuasions.

"There is a related debate about the sources of the relative economic decline of Africa dur-
ing the past three decades, especially as regards its trade performance. Most Western analyses
lay the blame on African countries’ policies, rather than on the policies of Western nations or
on underlying trends in world markets. See Yeats (1997) and Svedberg (1991).

*Cunsider, for example, the well-known paper by Sachs and Warner (1995). In this paper, the
authors showed that countries classified as “open” grew at significantly higher rates than
countries classified as “closed.” Five indicators were used for purposes of classification {tar-
iffs, NTBs, black market premiums, socialist regime, and export marketing boards), with fail-
ure to pass any of the thresholds associated with these five indicators resulting in classifica-
tion as “closed.” The threshold for tariffs was set at 40 percent, while the threshold for NTBs
was set at 40 percent coverage. What is noteworthy is how permissive these levels are, even
by African standards. In fact, only fiee sub-Saharan African countries fail to pass either pne of
these two tests (according to the Sachs-Warner data): Burkina Faso, Malawi, Nigeria, Rwanda,
and Zimbabwe. {The bulk of African countries were classified as “closed” on the basis of the
other three criteria.)
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As usual, when economists’ prescription meets reality, the answer is:
politics. Political scientists who study Africa have long argued that it
is distributional issues that prevent the adoption of economically sen-
sible policies. Bates (1981), for example, has provided the classic argu-
ment for why African governments tax agricultural exporters so exor-
bitantly: the motive is to transfer wealth from politically unorganized
rural groups to vocal urban groups. Bienen {1991} faults the policy-
makers more directly (1991, pp. 76-77):

Trade liberalization policies are often extremely hard to formulate and im-
plement in Africa precisely because it is powerful officials (civilian and mili-
tary} who benefit from the controls that have been established over imporis
and exports. It is government officials who ration and distribute scarce im-
ports, including foreign exchange. They realize the rents which accrue from
the systems they construct and control. Of course, officials have allies—im-
port-substituting manufacturers and urban workers employed by state enter-
prises who are interested in subsidized urban consumer goods,

Bienen argues that the main constraint is not import-substituting
urban producers themselves but self-interested government officials:
“A policy that moves away from tariff protection of domestic industries
will not face strong private sector capitalists or workers in Africa. Such
policy shifts face strong public opposition in Africa . . .” (1991, p. 82).

To a first degree of approximation, such distributional arguments
are indeed powerful, and I will elaborate on them below. But they need
to be complemented with other stories. Consider some of the
problems.

First, the distributional or interest group perspective is too static and
deterministic. The more complete is an explanation of why the pre-
vailing, economically dysfunctional policies are the endogenous out-
come of interest group pressures, the harder we make it to understand
why governments sometimes do reform (or, for that matter, how they
can reform). After all, the relative powers of interest groups rarely
change very quickly. Governments, conversely, sometimes do reform,
and occasionally do so quite rapidly. In Latin America, where many of
the same distributional arguments were made to explain the preva-
lence of import-substitution policies, we have observed governments
undertaking wholesale reforms in a relatively short period of time.
Moreover, some of the leading reformers were drawn from the con-
stituencies most associated with the previous set of policies—for ex-
ample, the Peronist Menem in Argentina.

Second, distributional arguments often have an element of circular-
ity. Every policy configuration generates winners, and it is all too easy
to associate the raison d’étre of some particular configuration with the
political salience of a set of winners. Often unasked is the question:
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couldn’t an alternative set of policies benefit these winners even more?
This is not a hypothetical question. It is a good bet, for example, that
the primary beneficiaries of the reforms in the Republic of Korea and
Taiwan Province of China around 1960 were the import-substituting
industrialists who were resisting these reforms. A corollary is that in-
terest groups can apparently change their minds, as certainly hap-
pened in East Asia once exports took off. In Africa, the great majority
of civil servants whose salaries greatly eroded during the 1980s as a
consequence of fiscal cutbacks would almost certainly have been bet-
ter off had they followed fiscally more conservative policies and safe-
guarded the tax base. More broadly, since reforms are expected to en-
Jarge the economic pie, why can’t the losers be compensated through
transfers or other policies?

Third, distributional arguments often fail far short of explaining cer-
tain typical outcomes. The extreme fiscal distress to which many
African countries have succumbed, and the associated macroeconomic
instability—inflation, widespread shortages, reduced incomes—do
not create any obvious winners. It is hard to identify significant inter-
est groups that benefit from such difficulties. Another manifestation of
this same issue is that the extremes of taxation that have often been ob-
served in Africa are actually inconsistent with maximizing the well-
being of even the recipients of the revenues thereby generated. For ex-
ample, export crops have frequently been taxed at rates surpassing the
revenue-maximizing level. As McMillan (1997} has recently argued,
the conventional story of urban bias {for example, Bates 1981} cannot
account for this feature of policy. After all, why would governments,
and the urban groups they represent, want to kill the goose that lays
the golden eggs? Once again, we need to complement the conventional
distributional story with other elements {as McMillan does; see
below).

I will focus in this chapter on a succession of models that vield par-
tial insights on each of these puzzles. [ will start with the standard dis-
tributional story, cast in an appropriately general equilibrium frame-
work. Geing beyond the identification of losers and gainers, the
discussion here will emphasize the likely magnitude of distributional
consequences. In particular, I will argue that, in a typical African coun-
try, compensating the losers from trade liberalization is impossible for
all practical purposes; the amount of redistribution required will more
than eat up the efficiency gains generated by the reform. Next, 1 will
turn to a sefup where it is the government’s inability to discipline it-
self—rather than distributional imperatives per se—that lies at the root
of the problem. I will illustrate the issues using McMillan's {1997) ar-
gument about the dynamic inconsistency of export taxation. These



7 * Why Is Trade Reform So Difficult in Africa? 187

ideas turn out to be relevant and powerful in the African context, and
they also have important institutional implications. Finally, I will turn
to incompleteness of information as a source of resistance to reform,
Relying on the argument of Fernandez and Rodrik (1991), I will sug-
gest that uncertainty surrounding the identity of likely gainers is a se-
vere obstacle to garnering political support for reform. Paradoxically,
however, it can also be a source of unraveling of support over time,
This set of ideas puts a heavy burden on the need to identify gainers
from reforms early on.

My objective is to show how such models can help us develop a
more sophisticated understanding of the political economy of policy
choice. In addition, I hope to demonstrate that they can be used to in-
form policymaking as well.

Distributional Consequences of Trade Reform

It is well understood that trade reform typically entails a redistribu-
tion of income among various sectors of the economy. Less well un-
derstood is how large the redistributions are relative to the efficiency
benefits of the reform. This creates a political problem of major
proportions.

To appreciate the issues, it is helpful to lay out a simple model of an
archetype African economy. Consider an economy divided into a rural
sector and an urban sector. Assume that exports originate from the
rural sector, while the urban sector produces import-competing goods.
Each sector has one factor of production specific to it: land in the rural
sector and capital in the urban sector. In addition, the two sectors em-
ploy labor, which is freely mobile between the two. So far, the model is
a standard specific-factors (Ricardo-Viner} model. To make it slightly
more realistic, ] assume that urban capitalists’ profits (rents) are shared
with urban workers, so that wages in urban areas exceed rural wages,
even though labor is intersectorally mobile. We are interested in the
qualitative and quantitative implications of trade liberalization in an
economy of this sort.

Formally, let Y and X represent the outputs of the urban and rural
sectors, respectively. We assume the two goods are produced by neo-
classical production functions of the form:

Y = F(L,.K) (1)
X=GlL, D @)

where K and T stand for the economy’s {fixed) endowments of capital
and land, respectively, and the economy’s labor endowment L is di-
vided between the two sectors:
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Li+L,=L 3

Let the ad valorem equivalent of import restrictions be given by ¢. The
rural or informal sector wage is given by the value marginal product
of labor in the two sectors:

w, = (1 + HF (L, K) (4}
w,= Gi(L,, T} &)

Note that I have normalized the relative border price of the im-
portable at unity. The domestic relative price of the importable is con-
sequently 1+t. The urban wage equals this base wage plus a share of
urban profits, and is expressed as:

K

We =Wy, (6)
where # is the return to capital and yis the rent-sharing coefficient. The
way we model the urban wage implies that sharing rents {or profits) is
efficient; urban employers equate the value marginal product of labor
to its opportunity cost, which is the rural wage. The return to capital is
given in turn by the residual income in the urban sector {per unit of
capital) after labor is paid its marginal product:

Tt = (1 + t)Y - w,L:, (7)

K

On the demand side, we assume preferences are identical and ho-
mothetic, so that they can be aggregated. The economywide demand
for the importable can be expressed using the Marshallian demand
function D((1+), D), where I is national income at domestic prices:

I=(1+)Y+X +tm (8)

The quantity of imports, m, is given by the difference between de-
mand and supply of the importable:

m=D((1+HD-Y 9)

The nine equations above determine the nine endogenous variables
in this model (X, Y, L, L, w,, w,, n, I, and m) as functions of factor en-
dowments and of trade policy, {.

A social planner who does not care about income distribution wouid
maximize the value of national output at world prices, X + Y. This
yields the familiar prescription t = 0, as trade restrictions are, by as-
sumption, the only market imperfection in this framework.

Consider now the more realistic setting where distributional issue
de carry weight. There are five distinct groups in this model whose in-
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terests are at stake: {1) farmers (that is, owners of T), (2} informal-sec-
tor workers, (3) urban workers, (4) urban employers, and (5) recipients
of revenues that derive from trade restrictions. The last group is likely
to be a mixture of rentseekers, government officials, and the national
treasury. The incomes of each of these groups (in terms of the ex-
portable) are expressed as follows:

Farmers X-wl,
Informal workers w,L,

Urban workers w,L,

Urban employers (1+0Y-wl,
Trade rents or government revenues tm '

It is straightforward to lay out the distributional impact of trade lib-
eralization on each of these groups. Farmers are clear winners, as the
domestic relative price of their output is inversely proportional to ¢. In-
formal, or nenurban, workers are also winners, provided not too much
of their budget is spent on the exportable. Urban employers and work-
ers are clear losers. What happens to trade rents and/or government
revenue depends on which side of the Laffer curve we initially were
on. When reform is large scale (that is, ¢ is brought close to zero), or
when QRs are converted into tariffs, recipients of trade rents are nec-
essarily affected adversely.

Hence, trade reform pits rural groups against urban groups, and ul-
timately against recipients of trade rents as well. Since urban groups
tend to be much better organized, and their ability to bring govern-
ments down is considerably greater, reformist politicians face a serious
dilemma. This is the conventional account of the political economy of
trade reform in the African context, as discussed, for example, in the
works cited in the previous section.

To quantify these distributional consequences, 1 have run some nu-
merical simulations using the model above. For these calculations, |
take production functions in both sectors to be Cobb-Douglas, with a
labor share of 0.40 in each. Preferences are similarly Cobb-Douglas,
with the budget share of the importable set at 0.40. The urban profit-
sharing parameter v is fixed at 0.25. Other parameters (that is, endow-
ments and technical coefficients) are selected so as to produce a base-
line solution with a trade and production structure bearing some
resemblance to a “typical” African country. The first column of Table 2
shows this baseline equilibrium, with ¢ set to 40 percent initially. In the
baseline equilibrium, 27 percent of national income accrues to farmers
(owners of land}, 61 percent to workers (both rural and urban), 8 per-
cent to urban capitalists, and 3 percent to recipients of trade rents
and/or tariff revenue. Urban workers earn a premium of about 17 per-
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cent over other workers. Imports are somewhat less than 10 percent of
national income (0.153 + 1.574), and 71 percent of the labor force is em-
ploved in the rural sector.

The other columns display the consequences of progressively re-
ducing trade restrictions, expressed as percentage changes from the
baseline situation. As tariffs are reduced from 40 percent to 30, 20, 10,
and 0 percent, aggregate real income increases by 1.1, 2.0, 2.5, and 2.8
percent, respectively. These magnitudes are in line with findings of
most computable general equilibrium models, at least those that do
not allow scale economies. If anything, they are perhaps a bit on the
high side. Note also that most of the gains are concentrated in the ini-
tial reductions of restrictions: going from ¢t = 0.40 to ¢ = 0.20 yields a
real income gain of 2 percent, while going the full way to complete free
trade {t = 0} yields an additional gain of only 0.8 percent {2.80 - 1.97).
This is not an artifact of the specific assumptions made here. It follows
from economic theory, which suggests that the welfare cost of distor-
tions rises with the square of the distortion.

From our standpoint, the results on the distribution front are more
Interesting. As discussed above, there are clear losers and winners
from trade reform; urban groups lose and rural groups gain. Even
more to the point, the magnitudes of the distributional impacts are
very large. Consider for example the scenario where trade restric-
tions are reduced from a tariff equivalent of 40 percent (! =0.4) to a
tariff equivalent of 10 percent {¢ = 0.1}. In this scenario, urban em-
ployers incur a real income loss of 35 percent, while recipients of
quota rents suffer a loss of 41 percent! The gain to farmers is 20 per-
cent. The net gain to the econemy of 2.5 percent is an order of mag-
nitude smaller than these distributional impacts. Put differently, the
efficiency consequences of trade reform pale in comparison to its
redistributive effects. (Once again, this conclusion is a general feature
of models of this sort, and does not depend on any particular
parameterization.}

This is the sense in which price reforms, and trade reforms in par-
ticular, tend to have high political cost-benefit ratios (Rodrik, 1994). It is
not only that such reforms entail redistribution, which is well recog-
nized. More significant is that they entail so much redistribution relative
to their efficiency benefits—a point that is surely not lost on those
groups whose incomes are at stake. This makes it easier to understand
why trade reforms are so vigorously resisted, and why it has generally
proved difficult to convince African policymakers to embark on ambi-
tious reform efforts.

These numbers also make clear why the economist’s standard trick
of assuming (or advecating) compensation is quite unhelpful to the
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policymaker. Of course, since there are aggregate gains to the econ-
omy—the size of the pie is larger—it is in principle possible to com-
pensate all losers and still leave some groups better off. But what is im-
plicit in this recommendation is the idea that the requisite transfers can
be accomplished in a relatively efficient manner—in the limit by em-
ploying lumpsum transfers. This is counterfactual, especially in sub-
Saharan African countries where tax instruments and adrministrative
capacity are extremely weak.

Suppose, for example, that policymakers wished to neutralize the
negative impact on urban employers arising from the above trade lib-
eralization scenario. Since this group constitutes 8 percent of national
income and its losses are 35 percent, its loss amounts to roughly 2.8
percent of GNP (0.35x0.08). Hence, the government now needs to raise
2.8 percent of GNP in taxes to finance transfers to this set of urban in-
terests. These taxes will naturally engender their own set of distor-
tions. The magnitude of these distortions can be gauged by consider-
ing that in the United States most studies estimate the marginal excess
burden (MEB) of taxation to be in the range of 0.30-0.40 (see Hall and
Rabushka, 1995). This means that raising $1 of revenue in the United
States {so as to transfer it to some other group) costs the rest of the
economy $1.30-51.40. In the African context, the MEB of taxation is un-
likely to be anything less than twice this figure, that is, 0.60-0.80. Con-
sequently, the proposed compensatory transfer will entail an efficiency
loss of at least 1.7-2.2 percent of GNP (0.028 multiplied by either 0.60
or {.80). Therefore, compensation in this manner would eat up the
bulk of the efficiency benefits that arise from the trade reform in the
first place (which stood at 2.5 percent). And this before other losers
(urban workers, recipients of trade rents) get their turn at compensa-
tion, and without taking into account the distortions that are likely to
arise in subsidizing the losers.

In practice, there are two ways of getting out of this conundrum.
One is to package the trade reform with other reforms that promise to
provide substantial all-around gains to significant interest groups in
urban and rural groups alike, and thereby dilute the redistributive ef-
fects of the former. Such opportunities rarely present themselves, be-
cause most reforms do have sharp distributional consequences. An ex-
ception is the situation that prevails following a prolonged period of
economic decline and macroeconomic instability. There are few identi-
fiable winners in an economy in near-hyperinflation, or where eco-
nomic institutions and output have completely collapsed. The
prospect of stabilization and recovery under such conditions, which
would benefit most everyone, can allow trade reforms to be packaged
along with the broader macroeconomic reforms. Consider, for exam-
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ple, the situation prevailing in Ghana during the early 1980s (Herbst,
1991):

Rent seekers who can control import licenses are usually a potent source of
opposition to devaluation, but the crisis had become so bad in Ghana that
the group benefiting from administrative allocation of foreign exchange was
extremely limited. Indeed, by the early 1980s, the economy had deteriorated
to such an extent that even senior government officials, who normally bene-
fit from access to imported goods even in times of shortage, reported that
they were going hungrv and were concerned that they could not find food
for their families.

From this perspective, it is no surprise that the most ambitious trade
reforms in sub-Saharan Africa have been undertaken in countries like
Ghana and Uganda where the previous economic decline was
sharpest. Extraordinary times provide a window of opportunity for
policymakers to undertake reforms that would be pelitically explosive
in normal times.

The second strategy for dealing with redistributive conflict is to un-
dertake partial, or two-track, reforms that preserve the privileges of
the existing beneficiaries. This type of reform has been raised to an art
form in China, where it has been systematically used to neutralize op-
position from groups whose privileges would otherwise be threat-
ened by market-oriented reforms. Hence, two-track pricing and
incentive systems have operated in rural and urban areas of China,
and in trade and investment regulations, apparently with consider-
able success.

In Africa, Mauritius provides a nice illustration of this strategy. This
country is an African success story, despite its inauspicious begin-
nings. During the 1960s, Mauritius was 2 monocrop economy facing a
population explosion. A report prepared by James Meade in 1961 was
quite pessimistic about the island’s future: “unless resolute measures
are taken to solve [the population problem],” the report stated, “Mau-
ritius will be faced with a catastrophic situation” (Meade 1961, 37}. To
an important extent, the economy’s success was based on the creation
of an export processing zone (EPZ) operating under free-trade princi-
ples, which allowed an export boom in garments to Eurcpean mar-
kets.? Yet the island’s economy has combined this EPZ with a domes-
tic sector that was highly protected until the mid-1980s. Gulhati (1990,

"The full story is of course more complicated than that. There were highty profitable sugar ex-
ports, thanks to a generous quota in the Eurcpean market. The EPZ appears to have been
spurred, in its initial stages at least, by local capital and domestic investments. Profits from the
sugar trade appear to have been the source of the savings that financed early growth in the EPZ.
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Table 2.10) reports an average effective rate of protection in 1982 for
manufacturing in Mauritius of 8% percent, with a range of -24 to 824
percent {see also Milner and McKay, 1996, pp. 72-73). Hence, Mauri-
tius is an example of an economy that has followed a two-track
strategy.

The circumstances under which the Mauritian EPZ was set up {(in
1970} are instructive. Here is how one account describes it (Alter, 1990,
p. 4}

Given the small size of the domestic market and the negative experience else-
where, import substitution was not regarded as a viable long-term strategy;
therefore, as soon as importsubstitution oppertunities were exhausted, Mau-
ritius switched to an export-oriented developmenzt policy, with the EPZ as the
main element of its new industrial policy.

Were things so easy! As in other countries, policymakers in Mauri-
tius had to contend with the import-substituting industrialists who
had been propped up by the restrictive commercial policies of the
1960s. Under the development certificates {DC) scheme, local industri-
alists were provided with tax holidays and protection from imports via
tariffs and QRs. A range of industries were set up using these incen-
tives. These industrialists were naturally opposed to relaxing the trade
regime.

The EPZ scheme provided a neat way around this difficulty. The
point is made nicely in this account by Wellisz and Saw (1993, p. 242):

A completely outward reorientation was politically unfeasible in the 1970s—
since protection was the key to the prosperity of the import-substituting in-
dustry and DC certificate holders constituted a powerful lobby. But the DC
certificate holders were not disturbed by the formation of an export-oriented
enclave: on the contrary, they welcomed it as another potential source of
profits. Mauritian labor also favored economic segmentation: the high-wage
sector—sugar and importsubstituting industries—constituted a male en-
clave. The EPZ industries employed women, whose earnings supplemented
family incomes and who did not compete with the men. For the export-
oriented industries, 100, the enclave solution had obvious advantages in that
the quasi-extraterritorial status provided a degree of protection against the
government's dirigiste tendencies.

This passage illustrates the political advantages of the two-track
strategy. The creation of the EPZ generated new opportunities of
trade and of employment {for women), without taking protection
away from the import-substituting groups and from privileged male
workers. The segmentation of labor markets was particularly crucial,
as it prevented the expansion of the EPZ from driving wages up in the
rest of the economy, and thereby disadvantaging import-substituting
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industries.* New profit opportunities were created at the margin,
while leaving old oppertunities undisturbed. There were no identifi-
able losers.

Time Inconsistency: Government Against Itself

Distributional considerations of the type discussed above explain a
lot about the pattern of policymaking in Africa. But there are other per-
vasive features of African policy that cannot be explained without
adding an additional layer of complexity on these distributional is-
sues; Many policy distortions are excessive even from the standpoint
of the purported beneficiaries of the distortions.

Trade policies, for example, are often too restrictive in that the rents
they generate could be increased by relaxing them somewhat. This
possibility is illustrated in one of the scenarios presented above in
Table 2. We see that trade rents actually increase as t is reduced from
(.40 to 0.30. In other words, when ¢ is set at 0.40, we are on the wrong
side of the Laffer curve for trade revenues. This is not an outlandish
possibility. With realistic import demand elasticities, and especially
with the ever-present reality of smuggling factored in, the revenue-
maximizing level of trade restrictions in much of Africa are unlikely to
be above 40-50 percent. When we observe restrictions beyond that
level, we must question the argument that these restrictions are in
place simply because they enrich the government officials who ad-
minister themn.?

This issue is particularly relevant to the taxation of export crops in
many African countries. It is well recognized that export crops have
been taxed at extremely high levels in Africa, with the result that ex-
port agriculture has often been decimated. According to estimates by
Krueger, Schiff, and Valdés {1987}, the direct taxation of agriculture—
through marketing boards and low producer prices—has averaged 23
percent in Africa, compared with 2.5 percent in Asia and 6.4 percent in
Latin America. When the effects of exchange rate overvaluation and
import restrictions are added in, total taxation of agriculture more than

‘This segmentation lasted until the mid-1980s. According to Wellisz and Saw, “As of 1945,
the minimum wage for male workers ceased to apply to EPZ enterprises” (1993, p. 248), after
which the EPZ began to compete for male workers with the sheltered parts of the economy,
and the share of male workers in the EPZ rose rapidly.

“One caveat is that such “inefficient” outcomes can arise when policymakers do not coordi-
nate in setting the Jevel of trade restrictions. With each official having decisionmaking au-
therity over part of the trade apparatus, the Nash equilibrium of the game will typically en-
tail too restrictive a trade regime overall and too little tevenues for the officialdom in the
agpIcga he.
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doubles to 51.6 percent {Krueger, Schiff, and Valdés, 1987). These tax
rates are a large part of the explanation for why Africa has consistently
lost market share in world trade.

At least since Bates’s (1981) seminal work, the conventional expla-
nation for these pricing policies has been the argument that African
governments have used such policies to transfer income to politically
powerful urban groups. Since import restrictions are functionally
equivalent to export taxes, the logic is similar to that coming out of the
model laid out in the previous section.

If this were the whole story, rates of direct taxation of agriculture
would never exceed their revenue-maximizing levels. Yet the reality is
different. According to calculations by McMillan (1997, pp. 2-3}:

Even using the most conservative supply elasticity estimates . . . governments
have taxed cocoa at 2 rate greater than the revenue maximizing tax rate 63%
of the time in the 1970s and 25% of the time in the 1980s. Coffee has been
overtaxed 35% of the time in the 1970s and 23% of the time in the 1980s and
vanilla [has been] always overtaxed in both periods.

If the principal reason for taxing export agriculture is to raise rev-
enues to be used on behalf of urban groups, why would governments
impose taxes that exceed what is required to maximize revenue? More
broadly, why would governments discriminate against their cash
crops so badly that this sector would be devastated over time, de-
priving the government of revenues in the longer run? In other
words, why would anyone want to kill the goose that lays the golden
epgs?

McMillan {1997) provides a convincing explanation, which also pro-
vides a neat way of conceptualizing the institutional weakness of
African states. She starts by distinguishing between planting and har-
vesting costs. The former are sunk costs. Therefore opportunistic gov-
ernments have an incentive to cheat farmers out of these sunk costs by
paying them the minimum required for them to bring their crops to
market; that is, to pay them only their harvesting costs. Anticipating
this eventuality, farmers of course will have no incentive to plant in the
first place. Therefore, if the government is unable to precommit to an
adequate price, the static, one-shot equilibrium in this game is one in
which farmers withdraw from production and the government gets no
revenue.

Now consider the more realistic case where the government and the
farmers interact repeatedly. As McMillan notes, many more outcomes
then become possible. She focusses on trigger-strategy equilibriums,
under which farmers “punish” the government by not planting for k
periods whenever the government deviates from the “first-best” pric-
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ing policy by offering a price below the full (planting plus harvesting)
costs. McMillan shows that the condition under which the first-best
strategy—government’s price covers the full cost, and farmers’ plant—
can be sustained is given by the following expression:

sunk costs | . future world price
———— < discounting term x -1

total costs tokal costs

The term on the left-hand side of the inequality represents the one-
period gain to the government from deviating from the first-best
strategy: the higher is the share of sunk costs in total costs, the lower
is the price that the government can offer to the farmers and still get
the crop to market, once farmers have already planted. The right-hand
side represents the cost that the government bears when it deviates
in this fashion. These costs are increasing in the future profit margin
that the government will have to forsake when farmers stop planting
for k periods. They also decrease with the government’s impatience.
Hence, for the first-best strategy to be viable, the ratio of sunk to
total costs must not be too high, future world prices must be antici-
pated to be favorable enough, and the government must not be too
impatient.

McMillan confronts these implications with the evidence, using data
on costs, prices, and taxes for six crops {cocoa, coffee, cotton, ground-
nuts, tobacco, and vanilla) drawn from more than 30 sub-Saharan
African countries. She classifies her sample of crop-country pairs into
subperiods of “high” and “low” taxation, on the basis of whether av-
erage {direct) tax rates in each subperiod fall below or above the esti-
mated revenue-maximizing rates. Her results are striking {(McMillan,
1997, p. 6):

Crops for which the ratio of sunk costs to total cosis is relatively high, e.g.
cocoa, coffee, and vanilla, have been taxed more heavily than crops with rel-
atively lower ratios of sunk costs to total costs, e.g. cotton, groundnuts and to-
bacco. Using the probability of remaining in power as a proxy for the {polit-
ical leader's] discount factor . . . leaders with a relatively high probability of
remaining in power tend to tax less heavily. And finally, using a twenty-year
average of profits as a proxy for expected profitability of a crop . . . crops with
[high] expected future profitability tend to be less heavily taxed.

These findings confirm the power of the underlying model of dy-
namic inconsistency in explaining patterns of policymaking across
Africa.

This perspective adds a new dimension to the discussion of the pol-
itics of reform. It highlights the significance of credible commitments
to policies, and the value of creating institutional settings that provide
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safeguards against opportunistic behavior on the part of state officials.
This point is related to Collier’s (1995) discussion of the weakness of
the “agencies of restraint” in Africa. As Collier explains, this weakness
exhibits itself in all spheres of economic life in Africa: in intra-private
transactions, where it shows up as weak contract enforcement and
high transactions costs; in intra-public transactions, where it shows up
as weakness of central banks and finance ministries relative to spend-
ing ministries; and in public-private transactions, as in the export tax-
ation case discussed above.

It is instructive to examine the experience of one country where such
problems have apparently not been as severe a problem as in most of
Africa. The country in question is Botswana, one of the world's fastest-
growing countries. While Botswana has been blessed with diamonds,
the presence of a rich natural-resource base must be seen at best as a per-
missive condition for its superlative economic performance. Too many
countries in Africa with rich natural resources have been economic fail-
ures to attach much significance to diamonds per se. A lot of Botswana's
success has to do with its superior governance. The bureaucracy in
Botswana is honest and competent, attaches great value to economic ex-
pertise, and has consistently produced sensible macroeconomic policies.
There has been no large-scale urban bias and no white elephants
(Harvey, 1992, p. 348). The government’s philosophy, however, has been
far from laissez faire. One indication of this is that government expen-
ditures stood above 50 percent of GDP by the early 1990s, one of the
highest Jevels anywhere in the world. What has distinguished economic
interventions in Botswana is its quality, not quantity.

Why this has been so is not altogether clear. The initial conditions,
just as in Mauritius's case, were not favorable. When it became inde-
pendent in 1966, Botswana was one of the poorest countries in the
world (Harvey, 1992, p. 338):

There was not even a capital city before independence; the country was admin-
istered from an enclave in Mafeking {now Mafikeng), in the Cape Town
Province of South Africa. The education base was negligible, The only tarred
roads consisted of a few miles in the towns. There was a railway, built for transit
between South Africa and more prospercous colonies to the North, but never-
theless useful to Botswana, an abattoir for the export of beef, and not much else.

Furthermore, Botswana has been virtually surrounded with warfare
and violence, as a consequence of wars of independence in Angola,
Namibia, and Zimbabwe, and the struggle in South Africa.

One explanation that is often advanced is the rural origin of the
political leadership. Harvey (1992, pp. 360-61), for example, empha-
sizes the
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strong influence of rural exporters on economic pelicy. A large majoriey of
politicians and senior government officials in Botswana own cattle, and an
even higher proportion are related to people who own cattie, The income
from cattle comes mostly from exporting.

This, it is argued, explains why policies in Botswana have not been
anti-export, and why the economy has never been allowed to succumb
to the Dutch disease. On closer look, this explanation is somewhat sus-
pect. The urban origin of political leadership in other African countries
can perhaps explain why agriculture was taxed; it cannot explain why
it was typically taxed excessively, as discussed above. As McMillan
puts it, in dismissing a similar explanation for Cote d’Ivoire’s rela-
tively moderate taxation of agriculture (1997, p. 11):

This explanation is unsatisfaciory because even elites who do not own farms
may derive a large proportion of their income from the praduction of export
crops in the forms of rent and taxation. Moreover, there are tew African elites
who do not own land or who could not own land if thev wanted to.

The situation is analogous to Mancur Olson’s description of the sta-
tionary bandit: unlike the roving bandit, the stationary bandit has a
stake in maintaining the long-run economic health of his tax base, even
if he has no other ties to the society he rules. The social origin of the
political elites cannot, in itself, explain why some governments have
killed their cash cow while others have nurtured it.

I find an alternative hypothesis more appealing. Along with
Lesotho, South Africa, and Swaziland, Botswana has long been a
member of the Southern Africa Customs Union (SACU). This means
that Botswana has no independent trade policy; goods circulate
freely between it and South Africa. In addition, Botswana did not
have a national currency and central bank until 1976 {Lewis, 1993, p.
19). The government gets a share of customs revenue collected by
South Africa. These customs revenues amount to around 20 percent
of the value of Botswana’s imports, which is high. What matters,
from our perspective, however, is that government officials have no
control over this revenue on a day-to-day basis; nor do they have an
ability to interfere with the flow of goods from South Africa. Perhaps
more to the point, domestic producers in the urban areas know that
this is so, and therefore realize that lobbying policy makers for favors
in the trade arena is a futile exercise. To someone used to reading
horror stories arising from tariffs and NTBs in any developing coun-
try, opening a lengthy velume on Botswana (such as Harvey and
Lewis, 1990} and not finding a long chapter on trade policy is an eye-
opening experience. Absence of an independent trade policy is an ex-
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treme form of an “agency of restraint” {in Collier’s sense of the
term).¢

Could this externally imposed free trade regime be a key reason for
Botswana'’s success on the economic front? Obviously, the govern-
ment’s ability to tax exports, either directly or indirectly, was sharply
restricted. But beyond that, the absence of an import-substituting
urban lobby—which the free trade regime ensured—could have led to
improved governance on other fronts as well. For example, the ad-
mirable manner in which the government responded to a large drop in
diamond earnings in 1981, by swiftly devaluing the currency and
avoiding exchange controls {see Lewis, 1993, p. 19ff), may have been
enabled by the absence of entrenched urban interests. Protected be-
hind NTBs, these urban groups would have welcomed such controls
and other trade restrictions, and would have made it more difficult for
the government to undertake the requisite pelicy adjustments. That, in
any case, was the fate of most countries in Africa {as well as in Latin
America), which responded to external shocks by tightening trade re-
strictions. This is a hypothesis worth examining more closely.

Incomplete Information:
The Private Sector against Itself

The frameworks considered up to this point are based on full and
complete information. In particular, interest groups are well informed
about the precise incidence of gains and losses that would follow from
reform. This is a simplification, of course. Relaxing it provides addi-
tional insights on the political economy of reform.

The motivation for considering situations of incomplete information
is that in reality it is difficult to predict with some certainty whe the
eventual beneficiaries of reform are going to be. In particular, it is rea-
sonable to expect that while many import-substituting urban groups
will be adversely affected, some among them may end up taking ad-
vantage of the new opportunities created by the reform. I cited above
the examples of Korea and Taiwan Province of China. In both coun-

sAs a small country in SACU, Botswana was essentially forced to inherit South Africa’s rel-
ative price structure. Its gains from trade derived from the difference between this relative-
price structure and that which would have obtained under autarky in Botswana. The fact that
the external tariffs in SACU were fairly high—and that South Africa’s relative structure was
distorted relative to the rest of the world—is largely irrelevant to the existence of gains from
trade for Botswana. To the extent, however, that the external tariffs in SACU pushed South
Africa’s relative prices in the direction of Botswana’s autarky price ratio, these external tariffs
reduced Botswana's gains from trade (relative to free trade outside the SACU structure).
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Figure 1. Reform and Uncertain Beneflts

A reform that benefits a majority ex post, but is voted down:

0 A B : Gains 1

Losses

A reformn that hurts a majority ex post, but is voted up:

Losses

tries, exports were dominated by natural resources before the reforms
of the early 1960s. Manufacturers were almost exclusively inward ori-
ented. Yet, many of them discovered during the 1960s and 1970s that
they could be successful exporters. Industry as a whole certainly did
better under the outward-oriented set of policies than it had under the
import-substituting policies of the 1950s. We can expect a similar set of
outcomes in many African countries as well. Successful trade reform
will spur nontraditional exports. But it is difficult to say ex ante what
these exports might be, or who will actually produce them. This un-
predictability generates a serious political problem: the politician
needs the support of real individuals and groups, people one can actu-
ally name and collect money from. When beneficiaries exist only in an
abstract, statistical sense, the reformer’s job is made much harder.
Consider the framework laid out in the paper by Fernandez and Ro-
drik (1991}, and schematically shown in Figure 1. All individuals in the
economy are aligned on the horizontal axis between 0 and 1. Look first
at the top panel. Before reform, individuals in the interval (0, B) are as-
sumed to be in the import-substituting sector, while individuals in the



202 Dani Rodrik

interval (B, 1) are in the exportable sector. After reform, some of the in-
dividuals who are in the import-substituting sector—those in the in-
terval (A4, B)—will move to exportables; they will be winners as well.
Note that subsequent to reform, there will be a majority of gainers:
those in the interval (A, 1). Therefore, if the precise distributicnal inci-
dence of the reform was known in advance, a majority of the individ-
uals would support it.”

But consider now the outcome if the aggregate consequences of re-
form are known, but the individual-specific outcomes are not. More
precisely, suppose that individuals in the import-competing sector—
those in the interval (0, B}—are ex ante all alike, and they do not know
who among them will be able to move to exportables. Suppose fur-
ther that the prospective gains or losses per individual are repre-
sented by the height of the boxes in the figure, and that individuals
are risk neutral. The way the figure is drawn, all individuals in the
import-competing sector are losers in expected-value terms. And since
a majority of the population is in the import-competing sector ini-
tially, there will be only minority support for the reform. Hence the re-
form is rejected by a majority, even though a majority would benefit
from the reform and it is common knowledge that it would do so. This
is a case where incomplete information blocks a reform from being
adopted even though the reform would be politically popular if im-
posed dictatorially.

This is not the only perverse possibility. The other case is illustrated
in the bottom panel of Figure 1. Here, a majority—individuals in the
interval (0, C)—would end up losing from reform. But in expected-
value terms, the reform is a winner for all individuals in the import-
competing sector initially—those in the interval (0, D). Consequently,
there is unanimous support for reform ex ante, but there will be a sig-
nificant backlash against reform once the distributional effects become
clear for specific individuals.

One general implication of this line of reasoning is the following:
over time, there will be a bias toward the status quo and against re-
forms that would prove ex post popular. This is illustrated in Figure 2.
Consider two stages of voting. In the first, a reform is either adopted
(Yes) or not adopted {No). Subsequently, there is a second vote that de-
cides whether to continue with reform, to abort i, or, if the reform had

“Adthough I will use the language of majority voting for the purposes of this discussion, the
ideas are more gencral. One could think of decisions being made by leading intercst groups
instead, with the support of a plurality or majority of groups needed for the reform to be
undertaken.
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Figure 2. Status-Quo Blas: Voting on Reforms Over Time

Yes
= .+ Yes
:.‘,-"""“.“.‘ s No
u."-_.“\“‘ Yes
““*“‘" No
No

not been adoepted in the first vote, to do so now. There are four possi-
ble sequences of votes: Yes-Yes, Yes-No, No-Yes, and No-No. Of these,
No-Yes is not an equilibrium outcome, since no new information is re-
vealed when reform is not undertaken. [f reform is rejected once, it will
continue to be rejected in the future. Hence, reforms that are “mistak-
enly” adopted—mistakenly from a political perspective—will soon be
reversed, while reforms that are “mistakenly” rejected will not get a
second chance, There will be a systematic bias against reforms.

A second implication is that there are circumstances when the
promise of compensating the losers, even when econcomically feasible,
will not be sufficient to eliminate resistance to reform. To see this, re-
turn to the case illustrated in the top panel of Figure 1. Remember that
in this case, there will be majority support for reform if the reform is
ever adapted, even absent compensation. What this implies is that a
strategy of compensating losers is not time consistent for the reform-
ers; why compensate the losers if the reform will stick even without
their support? Of course, the losers can anticipate this result ex ante,
and they will therefore not buy the promise in the first place.
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This framework shows the importance of incomplete information
and the dynamics of information revelation in shaping the configura-
tion of interests for and against reform. It highlights the importance of
identifying winners and reaching out to them. The task is especially
difficult in sub-Saharan Africa, where informational incompleteness of
the type discussed here is likely to be particularly severe. It is all the
more urgent, for the same reason.

Concluding Remarks

The value of thinking analytically and coherently about the political
economy of trade reform is not only that this helps us understand the
sources of resistance to reform, but that it also helps us think creatively
about ways of circumventing the resistance. Hence the difficulties
identified in this chapter—the strength of the redistributive effects, the
low credibility and commitment inherent in government policies, the
uncertainty surrounding the identity of the gainers—are suggestive of
broad strategies that can be employed to evade them. I have cited in-
stances of such strategies above, using African and other examples.
However, I have only scratched the surface. There is no substitute for
creative political leadership in identifying and exploiting the opportu-
nities that difficult times present.

The larger methodological point underlying this chapter is that ad-
vocacy of reform has to be complemented with a more sophisticated
understanding of what blocks it. Stock phrases like “ownership of re-
form” or “commitment of the leadership” that one encounters in dis-
cussions of failed reform attempts do not begin to do justice to the real
political challenges that reformers face. Strengthening the reformers’
hand requires not only technical economic advice, but also help with
pelitical strategies.
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Africa’s Role in Multilateral Trade 8
Negotiations: Past and Future

Zhen Kun Wang and L. Alan Winters

There is now a very broad consensus that open economies grow
faster than closed ones, and nowhere is this message more important
than in Africa. While opinions differ about exactly what constitutes
openness and integration with the world economy, there is also little
disagreement that most African economies need to liberalize their in-
ternational trade regimes significantly during the next decade. Multi-
latera) trade negotiations cannot lead or force that process of reform,
but they can almost certainly assist it. Thus this chapter looks at the
role of African countries in the last, Uruguay Round of multilateral
trade negotiations and their potential role in the next one. It also ar-
gues that, in terms of access to partners’ markets, trade preferences are
no substitute for bound MFN tariff reductions, and that Africa should
focus its negotiating efforts on the latter rather than the former.

The chapter is organized as follows. The second section briefly pre-
sents the background to the study. It reviews the arguments and evi-
dence that African economies need to open up to world trade to stim-
ulate their economic growth, drawing and elaborating upon a major
program of research in the World Bank—Amjadi and Yeats (1995a,
1995b); Amjadi, Reincke, and Yeats (1996); Ng and Yeats (1996); and
Yeats (1997b).! The evidence suggests that it is African countries’ own
trade policies and not those of their partners that must be changed to
promote growth.

The third section analyzes the African economies’ role in the
Uruguay Round. It briefly notes that they undertook rather little liber-
alization themselves and then quantifies the concessions that they re-
ceived from their trading partners in the round. It concludes that,

The authors are grateful to Ying Lin, Francis Ng, Ulrich Reincke, and Alexander Yeats for
help with same of the calculations, to Audrey Kitson-Walters for first-rate logistical assistance,
and to Alan Gelb, Jan Gunning, and Ademola Oyejide for comments on the first draft. The
findings, interpretations, and conclusions expressed in this chapter are entirely those of the au-
thors. They do not necessarily represent the views of the World Bank, its Executive Directors,
or the countries they represent.

In addition to their printed form, the later papers of this series are available at the
Weorld Bank’s International Trade Division website (http: //www.worldbank.org/html /iecit/
archive.html).
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while African countries achieved less in the round than did other de-
veloping countries {possibly because they offered less), they still
emerged from it facing fewer or lower trade barriers than others.

The fourth section asks what role African countries might play in
the next round of trade negotiations. Despite their very small size eco-
nomically, they still have negotiating rights, under GATT-WTO Prin-
cipal Supplier conventions, on the tariffs levied on between one-third
and one-half of their exports to the European Union. By offering suit-
able reciprocal concessions, they should be able to achieve significant
liberalization in these areas. Following the second section, we believe
that ideally trade reform should be started—or, rather, accelerated—
unilaterally as soon as possible in Africa. Nonetheless, it is still useful
to consider the role that multilateral trade negotiations could play, for
they can support domestic reform efforts by providing reciprocal
concessions from trading partners that help to turn exporters into a
more coherent force for import liberalization. Negotiations probably
also improve the general atmosphere for liberalization and, of course,
generate some direct benefits as well. We consider, therefore, how
African countries have, and might in the future, use concessions in
periodic rounds of trade negotiations to underpin their own reform
efforts.

The fifth section notes that African exports receive tariff preferences
in their major markets. It argues that preferences are not a constructive
way of pursuing long-run integration with the global economy, and
that instead African countries should use their negotiating rights to
achieve unfettered access to markets on a bound-MFN basis. The sixth
section concludes.

One important caveat is in order. Analysis of the type conducted
here is very data intensive and thus depends critically on data avail-
ability and quality. It is widely recognized that data on sub-Saharan
Africa are weak not only in terms of collection and quality within the
countries of the region themselves, but also in terms of reporting to in-
ternational organizations. Indeed, the failure of many sub-Saharan
African countries consistently to report their international trade data
to the United Nations—see Yeats (1997a)—and their trade and trade
barriers to the WTO and the United Nations Conference on Trade and
Development (UNCTAD) is itself one aspect of their weak commit-
ment to integrating with a world in which “information is king.”? The
failure of sub-Saharan African countries to collect and report data un-

*We recognize that data collection and reporting entail costs, but these are not huge relative
to the benefits of understanding the economy.
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dermines efforts to understand the nature of African economic prob-
lems and opportunities, and could clearly lead to misperceptions in
important areas such as the effectiveness of policy, the sustainability of
growth, and the eligibility for debt packages. To pressure governments
to give higher priority to data collection and reporting—including
seeking relevant technical assistance—would be a feasible and useful
contribution that the African research community could make toward
African well-being.

Throughout this chapter, we define “Africa” as sub-Saharan Africa,
not because North Africa is unimportant, but to keep the topic man-
ageable. We use the World Bank’s definition of sub-Saharan Africa.?

Background: Open Economies Work Better

Many scholars have analyzed the impact of openness on econemic
growth, and the majority have concluded that more open or liberal
regimes achieve higher rates of economic growth than closed ones.
Among the more recent studies are Dollar (1992), Sachs and Warner
{1993}, and World Bank {1996). These have used different countries,
different periods, and different measures of openness, but all have
concluded that outward orientation fosters growth. All also argue that
one element of openness is the trade regime and that, at some level,
having lower and fewer barriers to trade is likely to enhance growth.

Nowhere are growth-enhancing policies more important than in
sub-Saharan Africa. On average, the region’s GDI” per head was about
$509 in 1995 {$297 excluding South Africa) and it has hardly changed
during the past three decades. Sub-Saharan Africa accounts for ap-
proximately 1.1 percent of world GDP (0.6 percent) and 1.4 percent of
world exports (0.8 percent)—according to the World Bank {1997). The
region’s poor growth performance has been reflected not only in static
income per head, but also in a rapidly declining share of world com-
merce. Ng and Yeats (1996) show that the decline in the sub-5aharan
African share of world exports between 1962-64 and 1991-93 has re-
duced the absolute value of its exports by more than $11 billion per

Sub-Saharan Africa is made up of Angola, Benin, Botswana, Burkina Faso, Burundi, Cote
d'Ivoire, Cameroon, Cape Vierde, Central African Republic, Chad, Comoros, Republic of
Congo, Demacratic Republic of the Congo (see next paragraph), Djibouti, Equitorial Guinea,
Eritrea, Ethiopia, Gabon, The Gambia, Ghana, Guinea, Guinea-Bissau, Kenya. Lesotho.
Liberia, Madagascar, Malawi, Mait, Mauritania, Mauritius, Mayotte, Mozambique, Namibia,
Niger, Nigeria, Rwanda, Sao Tomeé and Principe, Senegal, Seychelles, Sierra Leone, Somalia,
South Africa, Sudan, Swaziland, Tanzania, Togo. Uganda, Zambia, and Zimbabwe.

In Mav 1997, the official name of Zaire was changed to Demaocratic Republic of the Congo.
Data 1m this bowk for vears before 1997 will refer to " Zaire.”
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year. This result reflects declining shares in nearly all subsectors of
world trade, plus a tendency for sub-Saharan African exports to be
concentrated in products whose share of world trade is declining. The
top 30 3-digit Standard International Trade Classification {R1) com-
modity groups that accounted for the largest shares of sub-Saharan
Africa's exports in 1962-64 had displayed huge losses of market share
by 1991-93, with shares of OECD imports falling from 20.8 percent of
these commaodities to 9.7 percent.?

Ng and Yeats's result might be taken as evidence of poor perfor-
mance, but it could equally well reflect great dynamism in sub-
Saharan African export bundles; after all, Hong Kong's current shares
in the products it exported in 1962-64—toys, clothing, and so forth—
have fallen dramaticaily. Unfortunately, however, the latter interpre-
tation does not hold up for sub-Saharan Africa. We have examined the
region’s performance in the 30 commodities that had the largest
shares of its exports in 1991-93.7 These are the region’s major exports
at the present time, and if dynamism explained the decline in market
shares for traditional exports, these newer ones should show spectac-
ular growth rates. {(Also, just as any randomness in market shares
would tend to reduce the growth rates of the exports that were largest
at the start of the period, it would tend to exaggerate those that were
largest at the end of the period.) These 30 commodities accounted for
42 percent of sub-Saharan African exports in 1991-93, compared with
72 percent in 196264, which evidences considerable export diversifi-
cation. Unfortunately, however, even in these “newer” commodities,
sub-Saharan Africa’s shares of OECD imports have fallen more often
than not, and its overall share in them has fallen from 94 to
6.3 percent.

Thus the loss of sub-Saharan African market share in the OECD
stems from a generalized loss of competitiveness, rather than from the
emergence of a particular competitor or change in circumstances. This
is important in seeking to understand and address the problem. It is
also important to recall sub-Saharan Africa’s very small size. Together,
these two features mean that even major improvements in the region’s
export performance will be pinpricks to the rest of the world and
hence should be easy for it to accommaodate. We do not argue that it is
up to others to turn sub-Saharan Africa around—indeed, just the op-

Part of sub-Saharan Africa’s loss of share to OECD countries in products such as cocoa, cof-
fee, and tea presumably reflects an increased tendency to trade processed varicties between
GECD countries rather than the displacement of raw product exports.

We are grateful to Alexander Yeats for making these calculations.
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posite—but it is comforting to see that a turnaround will not generally
have serious adjustment consequences for other countries and hence
stimulate their opposition.

Having stressed the poor economic performance of the sub-Saharan
African countries and the general importance of openness in stimulat-
ing exports and growth, it is natural to ask whether the two phenom-
enons are related. The answer is "almost certainly so.” It is well known
that during the periods for which analysis is available, most sub-
Saharan African countries have maintained extremely restrictive trade
regimes. Many studies suggest a strong anti-export bias in sub-
Saharan African countries’ trade policy, which is frequently further
compounded by domestic tax regimes and monopoly marketing
arrangements, both of which typically impinge disproportionately on
agriculture—sub-Saharan Africa’s major export sector. Moreover, al-
though since the mid-1980s considerable progress has been made in
liberalization—see, for example, World Bank (1994), Nash and
Foroutan (forthcoming), and Oyejide, Ndulu, and Gunning (1997)—
sub-Saharan African countries are mostly still substantially less open
than those of East Asia and the Western Hemisphere. Updating data in
Ng and Yeats’s appendix suggests that tariffs average 26 percent in
sub-Saharan Africa, compared with 17 percent in other developing
countries; total charges on imports average 33 percent, compared with
26 percent; and NTB coverage ratios average 34 percent, compared
with 18 percent. Also, as Oyejide, Ndulu, and Gunning observe, even
the reforms that have been achieved to date are subject to reversal. In
some cases, this has already occurred—for example, Nigeria and Cote
d’Ivoire—but even where it has not, questions remain about the cred-
ibility and sustainability of the reforms.

An understandable and instinctive reaction to the evidence on sub-
Saharan Africa’s falling trade shares is to believe that OECD markets
are, if not actually closed, hostile to sub-Saharan African exports.
There is clearly some truth to these claims so far as temperate agricul-
tural exports are concerned, for thev face explicit and, frequently, high
barriers in most OECD countries—for example, on beef or sugar. There
are doubtless also some cases of tight restrictions on manufactured ex-
ports—for example, U.S. QRs on Kenyan exports of shirts. However,
as a general explanation of the failure to industrialize and supply man-
ufactured exports, the “hostile markets” hypothesis is not adequate.
Several pieces of evidence lead to this conclusion.

First, access to OECD markets is fairly uniform across developing
countries, especially when one recognizes that many simple manufac-
tures are footloose in the sense of being as well suited to one develop-
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ing-country location as another. Thus market access cannot, by itself,
explain the huge variance in performance across countries.

Second, the tariffs facing developing-country exporters now are far
lower than those ruling in the early 1960s when the first “Asian
tigers” took off. To be sure, the MFA was not as deep or as broad
then, but few sub-Saharan Africar countries are subject to the MFA
today and there are other manufactured goods than clothing. More-
over, in these other goods, it is probably true that OECD countries
were more likely then than now to resort to NTBs—for example, in
footwear.

Third, most sub-Saharan African countries receive preferential ac-
cess to OECD markets through the Generalized System of Preferences
(GSP) and/or the Lomé Convention. We shall argue below that these
schemes are less beneficial than they seem at first blush, but they do
nonetheless offer low, and frequently zero, tariffs on many sub-
Saharan African exports. Fourth, sub-Saharan African countries ap-
pear to fare relatively better than other developing countries in the
face of OECD countries” NTBs {Amjadi, Reincke, and Yeats, 1996).

To conclude, there is, in fact, rather little evidence that hostile mar-
kets are the primary cause of sub-Saharan African countries’ poor ex-
port performance. Indeed, much evidence points to the alternative of
these countries’ policies themselves. However, if it does not detract
from the important business of reforming its own policy stance, trade
liberalization abroad will generally confer benefits on a trading coun-
try. Regardless of its own policies, lower tariffs abroad will generally
allow more trade and/or better terms of trade. For this reason, there-
fore, and because many commentators link sub-Saharan African liber-
alization with that of its partners, we now turn to the question of what
sub-Saharan African countries did achieve, and might in the future
achieve, through international trade negotiations.

Africa and the Uruguay Round

One hears regularly that Africa got little or nothing out of the
Uruguay Round—see, for example, Weston (1995). Statements like this
depend heavily on what elements of the round one considers and how
one evaluates their benefits. For example, the Single Undertaking—
which means that all members of WTO are now bound by more or less
the same set of rules—newly constrains trade and related policies in
sub-Saharan Africa. To some commentators, this is a cost, whereas to
others (including ourselves), it is a benefit (Blackhurst, Enders, and
Frangoeis, 1996; Finger and Winters, 1998).
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Turning to dimensions that can be quantified relatively easily, a
major study conducted by the World Bank concluded that sub-Saha-
ran Africa will make a small loss from the round, reflecting its lack of
liberalization, the small increases in world prices for some foods, and
the higher prices of imported textile and apparel products {(Martin
and Winters, 1996, p. 13). There is now a wide body of evidence that
suggests that open economies prosper more than closed ones (see
above}, so it is not surprising that the first factor, which essentially
denies sub-5aharan African countries the main benefits that others
reaped in the round, should be important. The second and third fac-
tors—food and clothing prices-—are quantitatively less significant;
they reflect the fact that sub-Saharan Africa has previously benefited
from the costs that other countries imposed on themselves by protect-
ing agriculture and textiles/clothing and thus driving down world
prices in those sectors. No one would wish to argue that the rest of the
world should not seek to correct these manifestly large distortions,
and so while the (small} income losses for sub-Saharan Africa are real
enough, they do not really constitute grounds for criticizing the round
per se. At most, they are ammunition for arguing that the transfers im-
plicit in the previous policies should be continued by other, more effi-
cient, means. Overall, therefore, while sub-Saharan Africa may have
fared poorly in the round, this was not because the process was biased
but because sub-Saharan Africa on the whole stood aside from the
general liberalization.¢

The results of the previous paragraph are, of course, predictions,
and thus reflect what economists think will happen rather than what
has actually happened on the ground. In this section we ask a simpler,
and more empirical, question about how sub-Saharan Africa did in the
Uruguay Round. We ask whether, on average, there were larger or
smaller cuts in the tariffs on the goods that the region exports than in
those exported by other developing countries. Drawing on the analy-
sis of Finger, Ingco, and Reincke (1996), we base this analysis on the
tariff concessions made by the 40 major markets that reported data on
the Uruguay Round to the WTO's Integrated Data Base. These include
all the industrial and transition economies that took part in the round
plus 26 developing countries: they cover 100 percent of the non-oil im-
ports of North America, Western Europe, and GATT members in Cen-

*Harrison, Rutherford, and Tarr {1997) argue that to generate gains sub-Saharan African lib-
eralization would have had to address not only tariffs but also domestic taxes on agriculture.
Indeed they suggest that reducing the former but not the latter would have slightly reduced
economic weifare.
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tral and Eastern Europe, 90 percent of Asia’s, 80 percent of Latin Amer-
ica’s, and 30 percent of Africa’s.” The last figure is small because only
three African countries, Senegal, Tunisia, and Zimbabwe, reported
data, a fact that in itself is indicative of Africa’s weak integration with
the world economy.

Table 1 reports five measures of liberalization from the round for
three groups of countries: sub-Saharan Africa, other low-income coun-
tries {OLICs}, and other low- and middle-income countries (OLMICs),
as defined by the World Bank (1996). The figures are simple averages
of the corresponding measures for individual countries. In summariz-
ing information over countries, we prefer simple to weighted averages
because we are interested in how the typical sub-Saharan African
country fared relative to other countries rather than in how the region
as a whole fared relative to other continents or blocs. Thus each coun-
try is an observation of equal value for our purposes. The data for each
country, however, are averages weighted by the value of trade under-
taken in each tariff code heading or tariff line. Finger, Ingco, and
Reincke (1996) report the corresponding weighted averages over coun-
tries, which for sub-Saharan Africa differ significantly from our figures
because they are dominated by South Africa.

The first two columns of Table 1 report the percentage of sub-Saha-
ran Africa {OLICs or OLMICs) exports that entered partners’ markets
under bound tariff rates before the round and the increase in this per-
centage as a result of the round. The trade data all come from 1988, the
negotiating base year for the round, so the changes in the coverage of
bindings reflect only the increases in the numbers of tariff lines that
partners bound and the amount of trade in those lines. Since bound
MFN tariffs apply to all exporters {the data exclude trade occurring
within free trade areas, or FTAs), the differences between exporters re-
flect only the differences in their export bundles. But if we take the lat-
ter as given, we might view the increase in bindings as a prima facie
measure of success in—or at least a measure of the returns to—negoti-
ating in the Uruguay Round.®

‘High-income economies: Australia, Austria, Canada, Europear Union, Finland, Hong
Kong, Iceland, Japan, New Zealand, Norway, Singapore, Sweden, Switzerland, United States;
Eastern Europe: Czech and Slovak Customs Union, Hungary, Poland, Romania; East Asia: In-
donesia, Republic of Korea, Macao, Malaysia, Philippines, Thatland; Latin America: Ar-
gentina, Brazii, Chile, Colombia, El Salvador, Jamaica, Mexico, Peru, Uruguay, Venezuela;
North Africa: Tunisia; rest of Europe: Turkey, South Asia: India, Sri Lanka; sub-Saharan Africa:
Senegal, Zimbabwe.

fLet us reiterate that winning concessions in partners’ markets is only one way—probably a
minor way—in which trade negotiations raise welifare generally. Far more important is the de-
gree of liberalization that a country undertakes itself.



215

8 e Africa’s Role in Multilateral Trade Negotiations

Lz L't d £67 SElL v'8s papen asipueydaw |y
T e Y0 S8l 68 98 spoob jetisnpul
LT 8'S 9°0 £'8L L6 £'¢8 $3d1se paindejnuen
L1 el 0 6’8 (44 £'88 s|eysw pue
‘s3u03s sno1dald ‘syonpoud jessuiy
| 4 9°S 8’1l L'L9 (44 £'88 Assuiydew 51333
81 X4 L4 1'69 'S £'L6 Asutydew >u1d3RUON
09 v'9 80 0'¢2 o€ 8'v6 uswdinba podsues)
09 Yoy 4 34 91l v 0L saiddns Jydesboioyd pue [exwayd
L'l 0'¢ S0 v/l 99 9°/8 S|eIsN
8v vy 80 0Ly 9'g 958 123MI00} 43qGNI ‘19Y)ed]
86 901 91 9'€L v 06 Bupyiod pue s3jxay
L LT Al $°0f '8 8'¢€8 ainmuuny pue ‘Jaded ‘dind ‘poom
l'e 6L 90 FolL 0l 00 S|10 WN3|0J)1ed
99 i 4 s S0¢ 0'6L $1Npoud ysiy pue ysi4
8 4 001 ¥'e €SS 6'0C L'6Z 1 ewnsa ysy Bupnpxa ‘aimnouby
6Vl 9'8l L0 (4 6l 808 11 3lewnsa :ysy Buipnpxa ‘a1inynouby
eJ)y ueseyes-qns woad4 (y)
Jjey patddy  ajey punog uondNpay PaIYY punoy punoy 10139
punoy punoy Huej suodxy jo ayro1ang  Aenbnin-aigd
Aenbnun-1so4 Aenbnin-1sod abejuadiag aseasnu| jelol

(suodxa ,sa13unod Aq parybiam sabuoyd pup sjaAal abp1aAp ‘spodxa punog-1 1y Jo abp1uadad)
sodx3 uo suoIdNP3Y Jle| uoleN-pasoAer{-1sO ,siauodw) Jolep | 3jqel



Zhen Kun Wang and L. Alan Winters

216

8¢ 6'8 'L 0'9¢ €8l S04 papeJ) asipueyIAW ||y
6'S v/ (I S'6¢€ vl v'9/ spoob jeuisnpu)
(4 04 Sl '8¢ £l lLs S9|DIle painjoejnuein

[ 4 6't L0 6°1¢ L'yl 0'¢9 S|elaw pue
‘sau0ls snoaid ‘s1onpoud [esauy
s 68 80 8'82 01z 6'SS Aiuydew oudd)3
6'¢ S'9 Sl €8y 13 24 8'¥9 Kiduiyoew >13d34BUON
9’8 2’6 ¥'o [ ¥4 v'8 1'09 juawdinba podsuesy
8¢ y'zi 97 LSy V& 74 899 salddns oiydesbojoyd pue [ediwuayd
V't (W4 L0 £°0Z el S'vL SieIdN
9'G 06 0l s oz a4 129M100} ‘)2qQNJ “IBYIeaT
8ol 8Lt 91 [ 44 (14 8'¢8 buiyiopd pue sajnxap
¢ 09 (4 (4 4 (a4 079 ainyuiny pue ‘s3ded ‘dind ‘poop
Ll L9 00 £0 8¢ 8'8¢ S|I0 WN3|0NdY
L€ vy A 8'LS 6'SZ 7’89 s19npoud ysy pue ysi4
06 661l 'L (T vy 1°SS L drewnsa:ysy buipnpdxa ‘ainyinduby
6SL $°8Z 0l 66 8°6¢ 665 (1 d1ewnsd tysy Bupndxa ‘aimnouby
sauuno) buidojaaag awodul-moq Y10 woi4 (g)
ajey panddy  ajey punog 2u0dNPAY pavayy punoy punoy 10123

punoy punoy puel syiodx3 jo ayjor1ang Aenbnin-aig
Aenbnun-1sod4 Aenbnin-1sod abejuaciag aseanu| |e104.

(papnpuod) | 31qer



217

quanad w ‘(4 + 1)/LPp AQ painseaw uondnpas yue) abessae paiybiam,

‘Z 31RWIIS3 PUR | DIBLISS UIIMIIQ $3IUIIP Jo uoneueidxa ayl 104 ‘9-¢ 'd (966 1) 3yduIay pue ‘'036u) 23buly 835,
*$31juUN0? ssoude sabesane paryybiamun B10N

(966 1) aduUdY pue ‘0d3bu| 13buly uo paseq suoije|ndied s,s10YINY N0

8 e Africa’s Role in Multilateral Trade Negotiations

'S 6 01 e L'81 9°0L papeJ) 3sipueydIW ||y
8'S £'8 'L 2o 851l £'8/ spoob jewsnpuj
67 9 L'l '8¢ €vl 9'L8 $a|diue painyejnuen
9't 6'S 20 (W24 'St TSL sjelaw pue
‘sauols snoiaid ‘sonpoad jesauy
29 86 9l 6'LS 6L\ i W74 Aiuiyoew d1133(3
14 6L L' (Y v6l 9'S¢ Kiauiydew >u33j3UON
0L S0l L0 74 £zl Ly yswdinba wodsue))
L9 8Ll 44 €y (Vx4 ¥'99 saiddns aydesbojoyd pue [ediwayd
(189 ¥9 (8 9'87 SZLL 6°SL SjelaN
S$'6 S0l 'L 6'LY £91 (%74 JBIMI00) J3qQns ‘1ayiea
el 6vl 6'L 6'€L solL $'s8 Buiyio)> pue saxal
L€ 69 (4 §'6t ¥'oc VA Y4 ainyuing pue ‘saded ‘djnd ‘poom
0t €L 1’0 oy 1'6 ¥'zs S|I0 WN3j0133d
P4 8's sl 2°6¢ A 74 ee s1npoud ysy pue ysi4
$'6 06l sl Jar4s toy 9'6S \Z 1ewnsa :ysy buipnpxa ‘asnyndu by
6L £'0¢ vl £/ 9°Zt vLS L1 21ewnsa :ysy buipnidxa ‘ainynou by

sauno) buidoaaq 19Yy10 woy ()



218 Zhen Kun Wang and L. Alan Winters

The striking thing about the second column is that sub-Saharan
Africa achieved less by way of new bindings on its exports than did ei-
ther the OLICs or the OLMICs. Indeed, in no cases in our aggregations
of goods did sub-Saharan Africa do better, and in the majority of cases
it did significantly worse statistically.* But the reason for this is per-
fectly clear in the first column: in every case, sub-Saharan Africa
started off from a more favorable position, that is, with a higher per-
centage of exports already bound, and these differences were also fre-
quently statisticaily significant. The round more or less brought other
developing countries up to parity with sub-Saharan Africa with re-
spect to bindings. If we consider the percentage of exports bound after
the round (that is, the sum of the first two columns), there are only five
statistically significant differences between sub-Saharan Africa and
OLICs {(all in sub-Saharan Africa’s favor) and one between sub-
Saharan Africa and the OLMICs.

The remaining columns of Table 1 give similar statistics for other di-
mensions of the Uruguay Round outcome; again, they are simple av-
erages across countries, The third column is constructed from country
data on the percentage of exports affected by a reduction in a partners’
tariff; it pays no heed to the depth of the reduction. The fourth column,
conversely, is based on the reduction in tariffs faced by countries’ ex-
ports, averaged {weighted by exports) across all export headings for
which a reduction is made. Unlike in WTO documents, percentage tar-
iff reductions are measured here by their effect on the landed price of
imports, [dT/(1+ T)]*100, where T is the mean of the “before” and
“after” tariffs; hence a halving, say, of a tariff of 2 percent is “worth”
five times less than halving of one of 10 percent. To illustrate these two
columns, the “average sub-Saharan African country” obtained tariff
reductions of 51.2 percent on its exports of fish and fish products, and
these reductions potentially reduced the landed prices to customers of
those products by 2.5 percent. The average reduction in the landed
prices of all fish and fish products was the product of these two num-
bers, namely, 1.3 percent.

In terms of the coverage of tariff reductions at commodity-group
level, there is no systematic difference between sub-Saharan Africa, the
OLICs, and the OLMICs: sub-Saharan Africa does better in some

¥This is based on a statistical test of the difference in means between two samples assumed
to have equal variances. Since the change in the percentage of exports bound for each country
is derived by weighling together export flows {assumed to be stochastic) across many tariff
headings (with weight 1 if there is a new binding and zero otherwise), we can assume that the
individual country data are normally distributed. Thus the group averages will also be nor-
mal, and the test is justified.
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classes and worse in others, with about half of the differences being
statistically significant. One interesting and statistically significant
contrast, however, is for all industrial goods, in which sub-Saharan
Africa obtains only about half the coverage of reductions of the other
groups (20 percent compared with 40 percent). This reflects sub-
Saharan Africa’s heavy reliance on product groups with low coverage
rates generally, such as wood, metals, minerals, and manufactures. [n
this sense, sub-Saharan African countries achieved less on average in
the round than did other developing countries, because its principal
exports received cuts less frequently than did other products.

This story is compounded by a similar one on the depth of the cuts.
There are no major differences at the level of commodity groups, and
sub-Saharan Africa obtains larger cuts than the other groups as often
as not. However, taking industrial goods overall, sub-Saharan Africa’s
concentration on sectors with weak liberalization leaves it with an av-
erage tariff cut of 0.4 percent, compared with 1.1 or 1.2 percent for the
other aggregates.’? Averaging the tariff reductions over all exports of
industrial goods leaves sub-Saharan Africa looking even more worse
with cuts of 0.07 percent compared with 0.45 percent for the OLICs
and 0.48 percent for the OLMICs.

One should not get carried away with these apparent disadvantages,
however, for two reasons. First, once we turn to the aggregate of all ex-
ports {and, why focus exclusively on industrial goods?), sub-Saharan
Africa does not appear to be unduly discriminated against: on the cov-
erage of cuts, compare 29.7 percent for sub-Saharan Africa with 36.0 per-
cent for the OLICs and 31.2 percent for the OLMICs; on depth, compare
1.4 percent with 1.1 percent and 1.0 percent, respectively, and on the av-
erage over all exports, 0.42 percent with 0.40 percent and 0.31 percent.

Second, turning to the final two columns of Table 1, we report the
levels of tariffs faced by different exporters after the Uruguay Round:
the fifth column is constructed from the average of bound rates
(weighted by each country’s exports), and the sixth column from that
of applied rates projected for the end of the transition period. For each
trade heading, the latter equals the minimum of the post-Uruguay
Round bound and the pre-Uruguay Round (1988} applied rate, which
we assume would continue indefinitely into the future if the Uruguay
Round binding did not force it down.!! Here the story is very clear.

I"These differences are not significant, however.

"Tn fact, since 1988 many importers have further reduced their applied rates, so this column
overestimates the average tariffs that exporters face now and at the end of the Uruguay Round
phase-in period.
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Africa faces lower bound tariffs on average than do other developing
countries—that is, its exports are concentrated, on average, on low-
tariff products—and the differences are all significant. At the aggregate
levels, for industrial goods, compare 3.2 percent for sub-S5aharan
Africa with 7.4 percent for the OLICs and 8.3 percent for the OLMICs,
and for all goods 4.1 percent with 8.9 and 9.2 percent. Similarly for ap-
plied rates, the corresponding triples of (significantly different} figures
are 2.2, 5.9, and 5.8 percent for industrial goods, and 2.7, 5.8, and 5.7
percent for all goods, although the individual goods aggregates do not
display many significant differences.

In a real and quantifiable sense, the countries of sub-Saharan Africa
achieved less in the Uruguay Round than did other developing coun-
tries. Following Finger {1979} we might speculate that this is because
they gave less by way of their own concessions. Conversely, however,
we must also recognize that they had less to achieve, because they
started the round with “better” treatment than other countries. More-
over, they finished it in the same condition, facing lower MFN tariffs
on their exports on average than did other developing countries.

The Next Round

Rather than considering the Uruguay Round, this section looks for-
ward to the next round of trade negotiations and asks whether the sub-
Saharan African countries can reasonably expect to achieve anything.
It considers whether they are significant enough partners for other
countries to make it worth the latter’s while negotiating with them at
all. Given our comments above about how small sub-Saharan Africa is
economically, it would not be surprising to find that there was no sig-
nificant way in which they could participate. But in fact the answer is
not completely negative. Sub-5aharan Africa may well be able to
achieve some useful objectives by contributing actively to the next
round. _

We focus on two measures of the significance of a country to trade
negotiations. First, to what extent are sub-Saharan African countries,
either singly or jointly, the largest or principal suppliers of particular
goods to the major trading powers of the world. Second, to what ex-
tent are those powers’ own exports oriented toward sub-Saharan
Africa? The first statistic reflects sub-5aharan African countries’
“rights” to negotiate; the second, their power or leverage in doing so.
In discussing both, we adopt the commeon, but at best very partial,
mercantilist yardstick that sees exports as good and imports as neces-
sary evils, and that interprets reducing one’s partners’ tariffs as a vic-
tory, and reducing one’s own tariffs as unavoidable collateral damage.



8 « Africa’s Role in Multilateral Trade Negotiations 221

The WT('s predecessor, the GATT, developed two approaches to
tariff negotiation. In the Kennedy Round {1963-67) and Tokyo Round
(1972-79), as well as in the recent Information Technology Agreement,
tariffs on industrial goods were reduced by formula subject to a com-
plex negotiation (usually bilateral) of exceptions, exemptions, and
transitional periods. Small countries benefited from the general reduc-
tion in tariffs without having to take any specific action, but would of
course have little power to prevent or discourage a large power from
claiming exceptions on their main exports if other major powers did
not object.

The technique used in the earlier GATT rounds, and also in the
Uruguay Round for tariffs on industrial goods, was the so-called re-
quest and offer system, whereby one country made a specific request
of another to reduce a particular tariff in return for a reciprocal con-
cession. From the early days of the GATT, the convention grew up that
only the principal supplier of a particular good to a particular country
could request the latter’s government to reduce the relevant tarift (see
Dam, 1970). Thus a vital part of getting tariffs on your exports reduced
was being the principal supplier of those goods. This suggests that
small countries would have only a minor role in the process, since they
would rarely be principal suppliers. Even if a particular good figured
very highly in a small country’s export bundle to a market, the small
country could not initiate negotiations if some other country supplied
absolutely more, even if that flow accounted for a minor proportion of
the latter’s total exports (see Winters, 1987).

Table 2 reports on sub-Saharan African countries’ principal sup-
plier status to the European Union.'? We use 1995 data from the EU's
Comext data base which defines products at the 8-digit level of the
Harmonized System (HS). The situation varies somewhat from year
to year, but the data analyzed here are probably fairly representative.
A full listing of the affected trade headings is available from the
authors,1?

In all, 29 sub-Saharan African countries are principal suppliers of at
least one product theading), and together they account for 289 (out of
approximately 9,000) headings in the 8-digit HS trade classification.
The distribution over countries is much as expected, with half of the
headings stemming from South Africa. The bulk of the headings are in
foed and agriculture, but of course, given that this is where the high-

“Europe takes more than half of sub-Saharan Africa’s exports, s the EU is clearly the prin-
cipal partner to concentrate on.
"“The authors are grateful to Lin Ying for help with these calculations.
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8 « Africa’s Role in Multilateral Trade Negotiations 225

est tariffs are to be found, this might be an advantage rather than the
contrary.

It is striking in the third column of Table 2 how large a proportion of
certain sub-Saharan African countries’ total exports to the EU fall into
the principal supplier headings. This reflects the commeodity concen-
tration of sub-Saharan African exports noted above, but it also indi-
cates the strong interest, at least on the basis of current trade, that
countries of the region have in the advantageous treatment of this sub-
set of their exports.

It is also notabie {fourth column) that, on the whole, sub-Saharan
African principal suppliers account for between one- and two-thirds of
EU imports in the relevant headings. These are relatively high num-
bers {(compare with Finger, 1979, Table 5), which is usually viewed as
an advantage in trade negotiations, for it maximizes the degree of in-
ternalization in any concession that the EU makes. Internalization is
the proportion of the total benefits of a concession that accrues to the
negotiating partner requesting that concession. The higher it is, the
higher the proportion of the concession that is working toward ob-
taining reciprocation from the requester, and the smaller the spitlover
to partners who are not required to offer direct reciprocation when the
concession is extended to all partners through the MFN clause. Thus
negotiators are attracted to highly intermalized concessions because
they offer greater returns per unit of concession than do diffuse ones.
In the GATT's mercantilist tradition, “benefit” is the product of the
proportionate tariff cut and the trade it affects. Clearly the distribution
of benefit over partners is proportional to their shares of total imports.
The conclusion is, therefore, that generally speaking, a fair proportion
of the benefit of EU tariff cuts in these products will accrue to the sub-
Saharan African principal suppliers; this will set up fairly strong in-
centives for the latter to reciprocate, which in turn will help to make
the EU correspondingly more sympathetic to requests for tariff
reductions.

The fifth column explores the spillovers more directly. It calculates
the share of EU imports in headings with a sub-5aharan African prin-
cipal supplier that comes from the region as a whole. The difference
between the fifth and fourth columns is the spillover from each sub-
Saharan African country’s potential negotiation that accrues to other
countries in the region. In general, in goods for which one sub-Saharan
African country is the principal supplier, the region supplies at least
half of EU imports. Thus this is a set of commodities in which sub-Sa-
haran Africa has quite a strong collective interest.

The final column reports the EU’s {weighted} average post-Uruguay
Round bound tariff in each sub-Saharan African country’s principal
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supplier exports.'* This column suggests that in several cases there is
little left to negotiate, for MFN tariffs are already nearly or actually
zero. Conversely, there are also cases where substantial tariffs on sub-
stantial trade flows remain to be negotiated downward—for example,
for Mauritius, Namibija, and Tanzania. The goods, in these sets on
which Africans have more or less exclusive negotiating rights, are the
important opportunities for sub-Saharan African negotiators in the
next round.

The top rows of Table 2 treat sub-Saharan African countries as single
entities negotiating separately, but the bottom rows combine them into
blocs based on current regional trading agreements. If the principal re-
gional blocs in the region negotiated as blocs, they would have
stronger principal supplier rights in the EU. Whenever one of their
member countries was a principal supplier in its own right, and hence
included in the country rows of the table, the bloc would automatically
be a principal supplier and would have a market share no less, and
probably greater, than that of the individual country. In addition, there
would be trade headings for which the bloc collectively was a princi-
pal supplier without any individual sub-5aharan African country hav-
ing that status.'”

The results for the blocs confirm that, by acting in concert, blocs of
sub-Saharan African countries would have a few more negotiating
rights and a somewhat greater degree of internalization. Two blocs—
the West African Economic and Monetary Union {UEMQA) and South
African Development Community (SADC)—have about half of their
exports in principal supplier categories and thus have, in some sense,
significant influence over the treatment of their exports. The degree of
internalization for all blocs is relatively high, as is the spillover to the
test of the region in the case of Western Africa. As might be expected
from above, the major EU tariff barriers that are “vulnerable” to sub-
Saharan African bloc-based principal supplier negotiations are for
Eastern and Southern Africa, especially including those on fish.

“The tariffs are taken from the WT('s [ntegrated Data Base and refer to the bound rates at
the end of the transition phase of the Uruguay Round—that is, to the base for the next round.
Applied tariffs are occasicnally lower. Since the tariff data are on a 1988 classification and the
trade data on a 1995 classification, there are some principal supplier commodities for which
we cannot identify bound tariffs. We ignore these in the averaging.

*Cme way in which the blocs might negotiate jointly is by forming a customs union—the ex-
pressed intention of most of them. Another way, however, is for them to coordinate negotia-
tien on particular headings ad hoc. All that the GATT requires for such coordinated negotia-
tion is that each member of the bloc offer reciprocation for the concession so obtained (Dam,
1970, p. 62).
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One theoretical complication evident in the note te Table 2 is multi-
ple bloc membership. The countries of UEMOA are also members of
ECOWAS, while many from the CBI and some from SADC also belong
to COMESA. These countries would need to decide with whom to
combine. In fact, however, neither ECOWAS nor COMESA looks suffi-
ciently coherent or active to negotiate with the EU, so this problem will
probably not arise for some time.

The last row of Table 2 treats sub-Saharan Africa as a single negoti-
ating unit. Again, it is clear that negotiating collectively would give
countries of the region somewhat greater negotiating “rights,” but
again the difference is not huge. Even acting as a single bloc, they
would have only 326 principal supplier items accounting for $13.6 bil-
lion of exports compared with 289 accounting for $8.2 billion of ex-
ports acting individually. Given the complexities of coordinating bloc
positions, it is not clear that the bloc approach would be worthwhile.

Negotiations are, almost by definition, about reciprocity. When sub-
Saharan African negotiators approach those from the EU to negotiate
on the principal supplier headings just identified, the latter will seek
reciprocity in headings for which the EU is the relevant sub-Saharan
African country’s or group’s principal supplier. We do not have sub-
Saharan African data with which to identify these headings (presum-
ably sub-Saharan African negotiators will have them), but we are con-
fident that many will exist and that they will have tariffs sufficiently
high that the EU will have reasonable incentives to negotiate.

Table 3 looks at EU exports to sub-Saharan African countries from a
different perspective that is somewhat informative even if it has no
formal role in GATT/WTO traditions. It asks in which commodities
{again defined at 8-digit level of HS} is a sub-Saharan African country
the EU’s principal market. That is, in which commaodities will the EU
be relatively most interested in liberalizing sub-Saharan Africa rather
than other markets? Note that we persist with the GATT mercantilist
calculus, which values concessions by the volume of existing trade that
they affect. Note alsc that the comparison here is of the relative market
sizes for a given export commedity, and not of the relative values of ex-
ports of different commodities to a given market, which would be an-
other valid metric.

Table 3 presents information similar to Table 2 on sub-Saharan
African imports: the number of “principal market” commodities, the
value of trade within them, the percentage of the EU’s total exports to
the country falling in those headings, the average percentage of total
EU exports of these headings going to the principal market, the aver-
age percentage of these exports going to sub-Saharan Africa as a
whole, and the main commodities. Perhaps the most striking fact
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about Table 3 is that it has any entries at all: it turns out that, after all,
sub-Saharan African matters to the EU in a mercantilist sense in at least
some trade headings. Unfortunately, however, these headings are
mostly for very small trade flows—even by the standards of EU-sub-
Saharan African trade. Frequently less than 1 percent of EU exports to
a sub-Saharan African country fall in headings for which the country
is the principal market, and very commonly less than 5 percent does.
The main exceptions to this are Angola, which in 1995 was dominated
by imports of drilling equipment (HS 89052000}, and Liberia, which
was dominated by imports of passenger ships (HS 83011010).

The next two columns show that individual sub-Saharan African
countries accounted for quite large shares of EU exports of the princi-
pal market headings and that in some cases the region as a whole ac-
counted for well over half. These include the major exports to Angola
and Liberia.

While sub-Saharan African countries are principal markets for some
238 trade headings in EU exports (491 if we take the region as a whole),
these are mostly quite insignificant. Nonetheless, exporters of these
commodities are natural allies for sub-Saharan African countries in
trade negotiation and should be mobilized to seek concessions on EU
imports in return for sub-Saharan African liberalizations on these ex-
ports. Sub-Saharan African countries should alse identify major im-
ports from the EU in absolute terms and consider how liberalization of
these may also be used to improve their access to EU markets. Note yet
again, however, that the principal benefit from such exchanges of con-
cessions would be from what sub-Saharan African countries “gave” on
their own barriers rather than from what they “gained” on EU
barriers.

It would be foolish to view the results of this section as showing that
sub-Saharan African countries will have significant power in the next
round of trade negotiations. it does show, however, that even on the
most bilateral of issues (tariff negotiations) and even with the old-
fashioned operating rules—which were frequently criticized for ex-
cluding developing countries—{e.g., Johnson, 1967)—sub-Saharan
Africa has some role. To us, at least, this was a surprise.

Building upon the base of request and offer tariff negotiation, we be-
lieve that sub-Saharan African countries have much to gain by under-
standing and actively representing their broader interests in the next
round. Following the Uruguay and Tokyo rounds, we would expect
this to be fairly heavily focused on multilateral activities such as for-
mulaic approaches to liberalization and the negotiation of rules, and
there are good reasons to believe that these offer more scope to well-
informed small players than do bilateral negotiations. It is a challenge
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to policy economists in Africa and to those elsewhere who care about
Africa to provide the necessary information. The Development Eco-
nomics Vice Presidency of the World Bank is committed to doing so,
but the job will be much more effectively achieved locally than from
Washingion.

Preferences

The previous two sections have argued that sub-Saharan African
countries emerged from the Uruguay Round facing lower tariffs than
other developing countries and that, according to GATT conventions,
the countries of the region might be expected to have at least some ne-
gotiating rights over their major partners’ tariffs in the next round. But
both pieces of analysis considered partners” MFN tariffs rather than
the tariffs that sub-Saharan African countries actually face. The latter
are currently mostly governed by arrangements under the GSP or, for
the EU, the Lomé Convention, and as a result are fairly commonly
zero. Thus our analysis of the Uruguay Round might be considered ir-
relevant and that of the principal supplier relationship actually per-
verse in the sense that it suggests that sub-Saharan African countries
should be pleased to have the opportunity to negotiate down the tar-
iffs that apply to their competitors but not to themselves!

We respond on two levels. First, on preferences in general—or per-
haps on the concept of preferences—it should be noted that they gen-
erally deliver very little. First, for most goods, and particularly manu-
factured ones, the margin of tariff preference granted to sub-Saharan
African (and other developing) countries is very small. Amjadi,
Reincke, and Yeats (1996) show that, at the end of the Uruguay Round
transition period, sub-Saharan African countries will have preference
margins averaging slightly under 2.5 percentage points. (One should
consider preferences in terms of the price advantage they confer—that
is, percentage points—rather than, as is quite common, the percentage
of the tariffs they remit. To have 100 percent remission of a 1 percent
tariff is worth far less—1 percentage point—than a 50 percent remis-
sion of a 10 percent tariff—5 percentage points.)

Moreover, even putting aside their low average level, preferences
will be eroded by future multilateral liberalization. The Uruguay
Round cut the measured average margin of preference for sub-Saharan
African countries from 4.3 percentage points to 2.5. We interpret this
not as further evidence of the hardship that the round imposed on sub-
Saharan Africa, but as evidence that, in the long run, preferences will
be squeezed even further. As the evidence that openness promotes eco-
nomic performance becomes more deeply and widely accepted
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around the world, no one is going to arrest the removal of MEN trade
barriers for the sake of the sub-Saharan African countries’ preferences.

Second, there are cases where tariffs are higher and where, as a re-
sult, preferences are deeper and potentially more valuable. Among
these cases, there are undoubtedly some for which short-term interests
dictate against seeking to erode present agreements (see below on
long-run aspects of preferences), but these are not as common as they
may appear on the surface. Consider, for example, textiles and cloth-
ing. This simple and labor-intensive sector is one in which developing
countries clearly have some competitive advantage, and which as a re-
sult of having some of the highest MFN tariffs potentially offer the
greatest margins of preference. Unfortunately, however, the United
States does not grant preferences on textiles and clothing, so that sub-
Saharan African countries face the full average tariff of 16.75 percent
on all their exports. The EU does grant tariff preferences to sub-Saha-
ran African textile and clothing exports under the Lomé Convention,
but they are subject to strict rules of origin. The cumbersomely en-
forced rules of origin under Lomé, for example, which allow duty-free
access only if at least 85 percent of a product’s value originates from a
beneficiary country, have the effect of denying effective preferences
even where the latter exist formally on the books." In addition, the
complicated procedures of the rules of origin cost poor-country ex-
porters dearly in paperwork.

It is also worth noting that, while the Lomé Conventicen places sub-
Saharan African textile and clothing exports to the EU outside the
purview of the MFA, such commitments have not in the past pre-
vented the EU from seeking and receiving “voluntary” restraint agree-
ments on such exports, as it did with the Mediterranean Associated
States.

Turning to agriculture, the EU applies tariff quotas to sub-Saharan
African agricultural products covered by the Common Agricultural
Policy {CAT}. Tariff quotas restrict the volume of imports that receive
preferential treatment, so that once a country has exhausted its quota
the preference it receives on marginal exports is zero. In addition, pri-
mary exports face even stricter rules of origin than manufactures
under Lomé. For exampie, 100 percent of origin—all materials for
manufacturing must originate from the African, Caribbean, and Pacific

SUNCTAD {1994) reports that in the EU only 68 percent of dutiable imports from benefi-
ciary countries qualify for GSI” preferences, of which only 33 percent {slightly below half) ac-
tually take them up. The corresponding figures for Japan are 35 and 16 percent, and for the
United States 36 and 18 percent.
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{ACP) countries—applies to fish products and processed fish, a prod-
uct in which sub-Saharan African countries such as the Seychelles and
Cape Verde have comparative advantage. It is true that derogations
from these rules of “originating products” are sometimes granted, as
for example for the Seychelles, but only at the cost of facing an annual
quota limit.”?

Even if preferences are small on average, some economists argue
that they are desirable, or even important. We disagree. First, prefer-
ences to sub-Saharan African countries do nothing to enhance the con-
sumption of the goods concerned in a preference-granting market. In
almost all cases, the latter continues to import some of the good from
nonpreferred sources and so experiences no decline in its internal
price. All that the preferences do is (1) transfer tariff revenue to the
sub-Saharan African country on the exports that it would have made
in the absence of preferences and (2) allow it to displace some exports
from other sources as it expands up its supply curve in response to the
higher price received for its exports.’® As the sub-Saharan African
country’s supply expands, its costs increase, so that the effect of the
preference is to induce inefficiency—to transfer to sub-Saharan Africa
the preduction inefficiencies created by protection in the preference-
granting market. If there were no difficulty in reversing such ineffi-
clencies or in restructuring economies when the preferences are re-
moved, it might still be advantageous to sub-Saharan Africa to take
advantage of preferences while it may. But, in fact, policymakers gen-
erally argue that such restructuring is painful-—perhaps very painful,
for example, moving out of bananas in the Windward Islands—and so
it is arguably best to avoid the distortion in the first place.

Second, and closely related to the previous point, preferences are
granted unilaterally, usually one year at a time."” This makes them
very insecure and also opens the recipient countries to considerable
pressure to meet various conditions—for example, labor standards—
to continue them. Such insecurity encourages short-termism among
sub-Saharan African entrepreneurs and governments. Another insecu-
rity derives from the Article 177 of Lomé Convention IV, which allows
the EU to take “safeguard measures” if imports from the ACDP coun-
tries cause “serious disturbances” in a sector of the EU or a sector of
one member country, or if they may result in a deterforation in “exter-

"For muwe detail, see Official Journal, L137, 31.12.1994.
WThe simple analvtics of preferences ave set oyt in the appendix to the chapter.
#Lome preferences arg more secure than this.
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nal financial stability” of a member. These are less restrictive than the
conditions for safeguard protection under GATT Article XIX.

Thus overall preferences represent a very poor basis for investment,
and thus probably have very little effect on the incentives for indus-
trialization. They create incentives quite foreign to the notion of long-
term development—for example, for investment, learning, effi-
ciency—and instead foster behavior designed to seek and perpetuate
the rents that they generate. In the past, developing countries, includ-
ing many in sub-Saharan Africa, have focused disproportionate diplo-
matic effort on achieving and maintaining preferences at the expense
of identifying and pursuing constructive long-term objectives. For ex-
ample, the internal politics of trade policy and trade negotiation are
far easier to handle if they are focused on trying to persuade OECD
countries to provide a free lunch for certain exporters with no obvious
costs to anyone else.? They are much more difficult if the policy
involves liberalizing your own trade. Worse, preferences not only
distract attention from sub-Saharan Africa’s own liberalization, but
have sometimes led commentators in the region to oppose other coun-
tries’ liberalizations as a means to preserving sub-Saharan African
preferences.

Third, the various quantitative limits, exclusions, and tight rules of
origin that we have noted above not only reduce the average depth of
preferences but do so in a quite perverse fashion. They apply mostly to
sensitive items such as clething, leather, and agricultural products,
which, being relatively simple and labor-intensive, are the very goods
in which one would expect developing countries to have comparative
advantage. These are the products that one typically associates with
the first steps in industrialization and development, and thus it ap-
pears that the system of preferences tilts relative prices, and hence re-
source allocation, in developing countries away from rather than to-
ward the critical sectors for development. To our knowledge, no
estimates exist of the extent of distortions such as these. However, de
Melo and Winters {1990, 1993) study the related problem of the effects
of VERs on certain developing countries’ footwear exports and find
that the costs arising from the distortion of the production structure
can easily outweigh the benefits of the increased rents that are
collected.

To summarize, the preferences granted to sub-Saharan African coun-
tries under the GSI* and Lomé Convention seem to confer little benefit

*"We do not say “with no costs,” for other industries will suffer as resources are bid away
frum them inte the preferred sectors.
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on them.? They are not particularly deep quantitatively but to the ex-
tent that they are effective, they are probably perverse, To be sure, pref-
erences transter some tariff revenues from OECD taxpayers and other
exporters to sub-5aharan African exporters, but they do so in ways that
could subvert long-run development. They divert resources from criti-
cal sectors, create inefficiencies, encourage rentseeking rather than pro-
ductive investment, and undermine incentives for trade liberalization.

This analysis of the difficulties created by preferences throws the
previous sections into perspective. Both on positive grounds (because
preferences are not particularly deep), and on normative grounds (be-
cause they are probably harmful in the long run}, the sub-Saharan
African countries should turn away from the GSP and Lomé and focus
instead on their partners’ MFN tariffs and NTBs. They should ask how
these barriers affect their development aspirations and whether they
are amenable to negotiation. Those are the tasks initiated in the previ-
ous two sections.

Conclusions

Our conclusions are very simple:

¢ Sub-Saharan Africa’s small size economically and the generalized
nature of its decline in competitiveness mean that attempts to im-
prove its performance should not unduly disturb other members
of the world economy.

* Openness and liberal trade policies are associated with higher ex-
ports and economic growth. Sub-Saharan African countries are
mostly closed, and one of their top priorities should be to open
up. With some (important) identifiable exceptions, African ex-
ports are not disproportionately restricted in OECD markets.

¢ Sub-Saharan African countries won fewer concessions in the
Uruguay Round than did other developing countries—possibly
because they seem to have offered fewer. Nonetheless, they still
emerged from the round facing fewer or lower restrictions than
other develeping countries.

* In the next round of trade negotiations, sub-Saharan African
countries have some rights to negotiate (according to GATT-WTO
traditions) and a little leverage. They should be active in this

Nin spite of more than two decades of Lomé preferences, the ACP countries have generally
failed to diversify and have even been unable to maintain their share of the EU market, which
has fallen from 6.7 percent in 1976 to 3.4 percent in 1994, Meanwhile, some less preferred de-
veloping countries have actually gained market share,
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Figure 1. The Simple Analytics of Preferences

D

+1¢

round, both giving and requesting concessions, and economists
should help them to prepare the ground.

¢ Preferences are not the route to integrating with the world
economy.

Appendix: The Simple Analytics of Preferences

Consider the market—in, say, the EU—for a single good supplied by
imports from two sources {see Figure 1): a sub-Saharan African coun-
try with supply curve 5§ and the rest of the world (ReW), which is
large enough to have a horizontal supply curve at price P,. If the EU
levies a tariff ¢ on boeth suppliers and has demand curve DD, con-
sumption C is met by imports OS, from sub-Saharan Africa and (C - 5,)
from RoW. Now exempt sub-Saharan Africa from the tariff. Since im-
ports from RoW continue, the EU’s internal price remains (P, + ), but
now the whole of this price accrues to the sub-Saharan African ex-
porters rather than, as previously, just P, with ¢ going to the EU au-
thorities. That is, sub-Saharan African exporters receive a higher price.
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On exports OS5,, this is pure rent, amounting to area 4. In addition,
however, sub-Saharan African exporters can now afford to increase
their exports to 5, diverting an equivalent amount of imports from
RoW. The extra exports drive up sub-Saharan Africa’s marginal costs
to P + t, above the efficient level in the absence of preferences. Total
cost Increases by ¢ and producer surplus increases by b—both at the
expense of EU taxpayers, who would otherwise have received (b + ¢)
in tariff revenue—and the sub-Saharan African export industry has
now expanded beyond its sustainable level.
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Trade and Growth 9
in Sub-Saharan Africa

Benno ). Ndulu and Njuguna S. Ndung'u

The relationship between trade and growth has occupied the devel-
opment debate for a protracted period. Indeed, the vigor and interest
characterizing the debate reflect both its perceived importance and
continued elusiveness in settling the main contentious issues on the
theoretical and empirical fronts. What appears to be gaining wide ac-
ceptance from cross-country evidence is that those developing coun-
tries that have been most successful in pursuing growth are also the
ones that have taken most advantage of trade opportunities. These
countries have experienced high rates of economic growth in the con-
text of rapidly expanding exports and imports. The converse is that
countries that have rigidly stuck to import substitution pelicies and
maintained barriers to export have lagged behind. At least this is the
long-term association that has been supported by a large range of
cross-country studies including Edwards (1993), Tanzi (1995), Sachs
and Warner (1995, 1997), and Papageorgiou, Michaely, and Choksi
(1991). What is far less clear is the extent to which trade and trade poli-
cies have plaved a causal role, rather than being a facilitator of other
more fundamental factors of growth (Rodrik, 1997).

Two significant observations have been made concerning sub-Saha-
ran Africa’s trade and growth performance. One is that sub-Saharan
Africa is increasingly being marginalized in world trade, as is evident
from the decline of its share in world trade from 3 percent during the
mid-1950s to the current 1 percent (Yeats and others, 1997). This mar-
ginalization in trade is blamed variously on the closedness of trade
regimes (Sachs and Warner, 1995, 1997), the fact that the region’s
economies have become more inward-looking at the same time the rest
of the world is integrating into the world economy (Collier, 1995} and
persistence of structural and trade policies that militate against inter-
national competitiveness (Yeats and others, 1997}. A rather important

The authors acknowledge research assistance from Radha Ruparel. They also thank Peter
Montiel, Lawrence Harris, and participants in the seminar on which this book is based for use-
ful insights and comments on the earlier draft of this chapter. They, however, remain respon-
sible for any etrors and omissions.
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finding in this regard is that by Rodrik (1997), which shows that the
relatively slow growth of Africa’s GDP more than anything else ex-
plains the marginalization of the region in world trade. In an analysis
that assesses Africa’s trade orientation status, vis-a-vis the region’s size
(population), income per capita, and distance to the world’s leading
trading nations, he finds that Africa trades as much as is to be expected
given its geography and the level of income per capita; that is, it lies
on the regression line. East Asia trades more than expected, while
Latin America trades less. This is not to downplay the importance of
trade policy, which he finds significant in explaining ratios of trade to
GDP, but the finding underscores his earlier assertion that the other
factors influencing growth augur well for trade performance.

Further information on sub-Saharan Africa’s trade performance can
be gleaned from Figures 1 through 8. For the period 1970-94, export
shares and import shares in GDP for 45 sub-Saharan African countries
averaged 22 and 32 percent, respectively, compared with a sample of
99 developing countries as a group. The dispersion of performance
among African countries is also very large, ranging from 3 to 60 per-
cent for export shares and 8 to 114 percent for import shares (Figures 1
and 2). What is also revealing is the fact that the regional average trade
performance relative to its output did not register as steep a decline
over time, in contrast to its share in world trade. In this respect, the de-
cline of export share during 1970-79 and 1990-94 was by approxi-
mately 10 percent (Figure 5}, import shares remained more or less con-
stant {Figure 6}, while that of the share in world trade was much
steeper as pointed out earlier. The gap with East Asia’s performance is
however much more. One obvious conclusion from the above is that
even if Africa’s shares of trade in GDP had remained constant over
time, the fact that its output growth was much lower than that of other
developing countries {see Figures 3 and 7) would still have resulted
into the region’s marginalization in world trade. The reasons behind
the much slower export growth relative to other countries or regions
should be the focus on the link between openness as more broadly de-
fined and growth rather than the trade shares per se.

The second observation, which has been more forcefully made re-
cently, is that the most significant factor behind the slow growth per-
formance of sub-Saharan Africa is a lack of openness to trade, which
constrains the region from exploiting opportunities to trade and stifles
efficiency and technological progress associated with engaging in
open trade (Sachs and Warner, 1997). This observation borders causal-
ity rather than the more modest association which other cross-country

(Text continues on page 243.)
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Filgure 5. Comparative Percentage Shares of Exports
in Gross Domestic Product for Sub-Sabharan Africa,
Selected Perlods
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studies pose. In fact, Sachs and Warner conclude from their empirical
analysis based on counterfactuals that, if African countries had pur-
sued greater openness (say at East Asia’s level) between 1965 and 1995,
they would on average have achieved an extra 1.4 percentage points in
per capita income growth, which significantly exceeds the actual aver-
age of 0.9 percent for the same period. The fundamental policies sin-
gled out in this respect are keeping tariffs on imports at less than 40
percent, black market exchange rate premiums at less than 20 percent,
average quota and licensing coverage on imports at less than 40 per-
cent and ridding the economies on extreme controls on exports—via
trading monopolies. The other study, which took a similar approach to
explaining growth performance focusing on trade-influencing factors,
is that by Rodrik (1997). Using an Africa-only sample, he finds that
trade policies played a much smaller role in long-term growth perfor-
mance but exert a much more significant influence in the medium
term. Wide variations across countries are discerned in sources of
growth decomposition for each country, underscoring the caution
against generalizations. What is also different in this study is that the
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Figure 6. Comparative Percentage Shares of Imports
in Gross Domestic Product for Sub-Saharan Africa,
Selected Periods
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individual components of trade-affecting policies were decomposed,
allowing distinct channels of influence on growth to be assessed.

In light of the above observations, this chapter will focus on four di-
mensions in explaining the relationship between trade and growth in
sub-Saharan Africa. The first is to determine what explains trade per-
formance in sub-Saharan African countries. We do this by identifying
the key policy and nonpolicy factors that influence trade shares. This
is supplemented by a review of recent trade liberalization experience
in the region to seek an understanding of motivation behind it, the ex-
tent to which it has taken place, and in what forms.

Second is to separate between what we consider to be experiences of
trade policy “proper” (for example, trade taxes) and endogenous trade
policy measures (for example, quantitative restrictions and policies
governing exchange) with the view to establishing the relative impacts
of these on growth. The contention here is that endogencus trade pol-
icy dominates the out-turn of trade openness and therefore affects
growth. This is particularly so when one considers the fact that actual
trade taxes applied (revenue from taxes and the tax base) are much
Jower than statutory levels on account of exemptions offered, particu-
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Figure 7. Comparative Percentage Growth Rates of Gross

Domestic Product in Sub-Saharan Africa, Selected Periods
(Percent}
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larly to the dominant importer—the public sector and imports for pro-
jects funded by official development assistance and sweeteners pro-
vided to investors. The bulk of these exemptions are statutory, and
therefore they can be anticipated.

The third area we focus on is the transmission channels from trade
openness to growth, by distinguishing to the extent possible the sepa-
rate effects of import liberalization, export promotion, and the liberal-
ization of exchange regimes. The weights and intensity of application
of these vary significantly across countries and over time to enable us
to distinguish their impacts. In addition, we consider the technological
enhancement impact of openness by incorporating the interaction be-
tween trade and FDI as a vehicle for technological diffusion.

The fourth area concerns bringing out the dynamics between trade and
trade policies and growth in the medium term, using panel data analy-
sis. We consider this to be the closest approximation of intertemporal
country specificity in the context of cross-country studies, and it allows
us to obtain some insights on medium-term growth effects to add to the
bulk of the literature, which focuses on the long-term growth effects of
trade openness. In carrying out this analysis, we exercise caution because
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Figure 8. Comparative Percentage Growth Rates of Exports
in Sub-Saharan Africa, Selected Countries
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trade openness and growth influence each other in both directions and
hence require that we check for simultaneity in the relationship.

The second section will review the wisdom from the literature on the
influence of openness on growth. In the third section, we review recent
experience with trade liberalization in sub-Saharan Africa to establish
whether or not it has occurred and in what form, and to highlight the
potential channels of influence on growth. In doing so, we are mindful
of the fact that a large number of studies on this issue focusing on sub-
Saharan Africa have typically not covered the more recent period
(post-1990), when more intensive trade liberalization efforts were
made and therefore may have missed the fine points of the process of
liberalization since the late 1980s. The fourth section presents the con-
ceptual framework and empirical analysis of the relationship between
trade and growth in sub-Saharan Africa. [t reviews the empirical find-
ings and draws conclusions from them. This includes pursuing (in the
empirical analysis) the relative importance of openness to explain
Africa’s growth, as well as revisiting what we conjectured in the pre-
vious sections to draw out policy wisdom in light of the findings. The
fifth section briefly concludes.
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Linking Trade and Growth:
What the Literature Tells Us

Edwards {1993} provides a comprehensive review of the key issues
and empirical evidence on the link between trade and growth in de-
veloping countries. What is particularly notable from this review is the
continuing difficulties in obtaining reliable measures of trade policy
and identifying more precisely the channels through which outward
orientation facilitates growth. The difficulties also relate to assigning
relative importance to trade policy reforms in comparison with consis-
tent macroeconomic policy reforms and investment strategies in ex-
plaining growth performance. Furthermore, what complicates matters
even more is the fact that some trade policy measures such as quanti-
tative restrictions have been applied for both protective purposes
{trade function} and for balance of payments purposes {protecting re-
serves).

Import substitution strategy was widely embraced by developing
countries during the 1960s and 1970s following the influential thoughts
of Prebisch and Singer in the 1950s, which propagated protection as a
means to industrial development. Its critique rested on the now well
accepted assertion that excessive protection of local industry stifled
productivity growth, encouraged inefficient industrialization at the ex-
pense of agriculture and exports, reduced savings, increased unem-
ployment, and led te very low rates of capacity utilization. The critique
began with Little, Scitovsky, and Scott (1970} and was continued by Pa-
pageorgiou, Michaely, and Choksi (1991).

The same critics and other more recent studies {e.g., Sachs and
Warner, 1997) have instead strongly advocated openness to interna-
tional trade and finance complemented by consistent macroeconomic
policies as the key to successful export-led industrialization and rapid
growth. East Asia’s phenomenal success in this regard is the center-
piece of evidence based on country experiences, and more recently ev-
idence from cross-country growth regressions identified trade open-
ness to be a critical explanatory factor. We mentioned above that most
recent of these cross-country studies as applied to explaining African
growth performarnce to be those by Sachs and Warner (1997) and Col-
lier and Gunning (1997) and Rodrik (1997). The first two studies place
trade openness at the top of explaining the slow growth performance
of the region. Rodrik finds that a small number of variables—country
size, per capita income, geography, and taxation of trade—explains 82
percent of variations in trade shares. Furthermore, Sachs and Warner
(1997} find openness to trade to be the single most important influence
on long-term growth in Africa, while Rodrik (1997) finds openness to
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trade as measured by the Sachs and Warner index to be a strong de-
terminant of African growth only in the medium term, using an Africa-
only sample {(p. 21). In Rodrik’s long-term growth equation (again for
Africa only), the trade variable that enters with statistical significance
is export taxation. Using a sources-of-growth decomposition for the 31
countries included in the regression, Rodrik finds that export taxation
did play a more significant role in explaining the growth performance
of worst performers.

It is instructive to note that earlier studies focused on searching for
evidence by estimating impacts of liberalized trade regimes (with neu-
trality as the desired state) on export growth, and in turn linked export
growth to overall growth of output and employment, thus claiming an
indirect causation. This effort proved less successful because empirical
evidence linking export and overall growth was rather weak. A few
others {for example, Feder, 1983) added the impact of higher produc-
tivity of the export sector growth on overall growth via externalities
and productivity differential effects with a little more empirical suc-
cess. Yet others, Esfahami {1991} and Helleiner {1990}, sought the link
between export-growth and economywide growth through the role of
export earnings in alleviating the foreign exchange constraint to im-
ports in the context of import compression, which held back expansion
in production and investment, also with some empirical success. The
main argument here is that, given the imperfect substitution between
imported and home goods, a cut in capital and intermediate goods im-
ports will result in a reduction of real activity and growth (Khan and
Knight, 1988; Ndulu, 1986, 1991). Since import capacity has been
found to be a relatively more important determinant of imports under
a foreign exchange constraint than relative prices {Moran, 1990), over-
all growth performance, and for that matter export growth, will be
stimulated by relaxing this constraint.

We can distinguish three key channels of influence from trade to
growth drawing from the foregoing. The first is that of efficiency-en-
hancing advantages of a more open trade regime. These relate, on the cne
hand, to enhanced competitive environment, and on the other to im-
proved access to better technology. They operate through productivity
growth resulting from more efficient allccation of resources, exploita-
tion of comparative advantage and scale economies, and improved
technological competence. Foreign competition undermines local mo-
nopolies and weeds out inefficient local producers. Transitional costs
of de-industrialization may be high, but these are quickly compen-
sated by the growth of new and restructured enterprises, and the ex-
panded market opportunities that a liberalized trade regime offers. A
more open trade regime also permits faster technological diffusion
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through improved access to a larger menu of innovation worldwide.
The public nature of such innovation makes it possible to access new
technology without typically incurring costs of developing it (Bald-
win, 1996).

The second channel is linked to improved incentives for production of
exportables and reduction of the high transactions costs associated with im-
port barriers. Barriers to imports for protection of local industries are ef-
fectively a tax on exports because they raise the domestic resource
costs for exports and lead to the appreciation of the real exchange rate,
thereby reducing international competitiveness and incentives to ex-
port (De Rosa, 1990}. Rodrik (1997) further confirms this assertion by
empirical results, which show that barriers to imports adversely affect
exports in Africa. We show below that import expansion has a residual
positive impact on growth, though it is weak.

Improved availability and choice of consumer goods, particularly
those considered as incentive goods, which is permitted by import lib-
eralization, plays an important role in enhancing production of the
self-employed, the majority of whom are engaged in agriculture. Long
pericds of frustrated consumer demand were associated with short-
ages occasioned by quantitative restrictions, which were strongly bi-
ased against consumer goods in many African countries. These re-
strictions were applied in a bid to cope with foreign exchange
shortages and were implemented mainly through administrative allo-
cation of the scarce foreign exchange. Import liberalization also re-
duces enterprise and trade transactions costs associated with measures
to circumvent controls, thus incurring additional costs of underground
trade, and costs associated with maintaining excessive inventories to
avoid production and trade disruptions due to uncertainties linked to
trade restrictions. The complexity of the tariff regime introduces
opaqueness and uncertainty in business planning and has added to
transactions costs associated with rents extorted by authorities
through corruption practices.

The third channel relates to reducing explicit and implicit barriers to ex-
port or outward orientation of production. Explicit barriers here are export
taxes, which reduce the profitability of exports and bias the production
structure toward nontradables. We did refer above to import barriers
being an implicit tax on exports. Other forms of implicit taxation are
excessive margins exacted by marketing intermediaries and exchange
controls, which for a protracted period forced African exporters to sur-
render their export proceeds at grossly overvalued exchange rates,
thus reducing profit margins when measured in local currency terms.
The parallel market exchange rate premium in a sense thus measures
the extent of taxation of exports by way of transfer of incomes to the
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authorities (Pinto, 1989). Dismantling of marketing monopolies and
the freeing up of exchange regimes are thus important avenues for
raising the profitability of export activities and encouraging outward-
orientation of production structures.

There is, however, cne important qualification we wish to raise here
regarding the effect of import liberalization on growth. A rise in im-
ports is effectively a leakage of aggregate demand and thus (through
the Keynesian multiplier) will lead to a short-run reduction in aggre-
gate output. Depending on whether the positive supply-side effects of
import liberalization discussed above exceed this negative effect, the
net effect of a rise in import share in the short run may thus be am-
biguous. This qualification may be particularly important in the case
where annual panel data analysis of growth determinants is applied.

A Review of Trade Policy Experience
Preliberalization Trade Policy Stance

For a period of nearly three decades after independence, African
countries mounted high trade barriers for three main purposes. The
first was to provide protection to infant industries under the widely
adopted ISI strategy. High and complex tariff walls, import controls,
subsidies via controlled interest rates, and overvalued currencies were
among the main instruments applied for the purpose. These were sup-
plemented by trade confinement to public entities covering a wide
range of import substitutes and “no objection” certificates for control-
ling importation of competing goods.

The second purpose was revenue generation. External trade taxes
were and continue to be a significant source of government revenue.!
Import and export duties were raised from year to year to meet bud-
getary gaps in a scenario of rapidly rising public expenditures. This fi-
nancing strategy was adopted notwithstanding the fact that there is lit-
tle if any correlation between high tariff rates and actual revenue
collection (Pritchett and Sethi, 1994). As a consequence of frequent an-
nual changes of tariffs to meet revenue shortfalls, large variations in
the levels and structure of trade taxes ensued. To a significant extent,
this phenomenon was to account partly for frequent reversals of trade
liberalization episodes in the future.

'Recent research shows that the share of trade taxes in total revenue for African countries
ranged from 4 to 52 percent in 1992
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Third, import controls and exchange controls were also used for
managing foreign exchange reserves, particularly during periods of
balance of payments crises. With exchange rates kept virtually fixed be-
fore the period of reforms, this approach to balance of payments man-
agement was widely applied. Tightening of import restrictions and ex-
change controls during crises is widely documented by an AERC study
involving 10 country cases (see Oyejide, Ndulu, and Gunning, 1996).

There are two important qualifications to this general scenario of
high trade barriers. Large tax exemptions, particularly for public enti-
ties and donor-funded projects, significantly lowered effective tariffs.
This was done partly to provide further support to import substitution
industrialization dominated by public enterprises. As a consequence,
a wide gap between scheduled and effective tariffs ensued. Although
effective tariff rates in sub-Saharan African countries were higher than
in other developing regions, they were not too different from those in
Latin America, for example. Table 1 presents a comparison of effective
tariff and non-tariff measures applied in a selected number of African
countries with a selection of countries from Latin America and East
Asia based on data presented in Rodrik (1997). The differences with
Latin America particularly since mid-1980 is negligible. There are
larger differences, however, in the coverage of nontariff measures of
nearly 25 percent for all product categories. This difference is larger for
manufactured products pointing to higher trade barriers linked to ISL
One impertant observation from the table is that of the overall decline
in effective import tariff rates from its peak of 32.8 percent during
1980-83 to 22.5 percent associated with the early import liberalization
measures in the sample of countries included. We will return to this
phenomenon in greater detail later below.

A second qualification relates to partial compensatory measures to
correct for anti-export bias resulting from import barriers and exchange
controls. These were offered in the forms of cash grants to exporters,
export subsidies, foreign exchange retention schemes, and tax rebates
or duty drawbacks. The corrective measures reflected the inconsisten-
cies in the ISI strategy. On the one hand, the strategy vastly expanded
the demand for intermediate and capital goods imports, while on the
other it stifled growth in import capacity through barriers to export.
This approach to resolving the inconsistency of the strategy was largely
not successful, even though it partially reduced the anti-export bias.

Trade Liberalization Experience

Much of the discussion below draws from the AERC study on trade
liberalization experience in sub-Saharan Africa. The study involved in-
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Table 1. Tariff and Nontariff Barriers in Selected African Countries

1980-83 1984-87 198890

Sub-Saharan Africa 13 countries 13 countries 10 countries
Primary products

Weighted average tariffs (percent) 24.4 201 18.9

NTBs (coverage, in percent) 48.4 47.4
Manufactured products

Weighted average tariffs (percent) 32.8 235 22.5

NTBs (coverage, in percent) 42.7 45.4
All product categories

Weighted average tariffs (percent) 30.2 226 21.3

NTBs (coverage, in percent) 45.5 46.1
Latin America 4 countries 11 countries 8 countries
Prirmary products

Weighted average tariffs (percent) 16.8 211 7.3

NTBs (coverage, in percent) 42.8 48.6
Manufactured products

Weighted average tariffs (percent) 236 251 22.7

NTBs (coverage, in percent) 284 20.9
All product categories

Weighted average tariffs (percent) 213 239 209

NTBs (coverage, in percent) 32.9 30.3
East Asia 5 countries 7 countries 7 countries
Primary proeducts

Weighted average tariffs {percent) 10.5 10.0 1.1

NTBs {coverage, in percent) 3a 18.8

Manufactured products
Weighted average tariffs {percent) 21.6 18.1 18.0
NTBs {coverage, in percent)

All praduct categories
Weighted average tariffs (percent) 18.2 15.8
NTBs (coverage, in percent) 25.6

Source: Rodrik (1997}, Tables 4 and 5.

depth review of the experiences in 10 countries.? A synthesis of the ex-
periences is contained in an overview paper by Oyejide, Ndulu, and
Gunning (1996).

These include Cate d'Ivoire, Ghana, Kenya, Mauritius, Nigeria, South Africa, Tanzania,
Uganda, Zambia, and Zimbabwe.
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Although all of these 10 countries have had episodes of sporadic
trade liberalization since the 1970s, the most consistent efforts oc-
curred from the late 1980s. Previous attempts were linked either to
commodity price booms, which relaxed foreign exchange constraints,
or to attempts at compensating for anti-export barriers through subsi-
dies or export promotional efforts. Most notable, however, was a dras-
tic reduction of export taxes in a few countries during the early 1980s
in response to the foreign exchange crunch that set in after the second
oil crisis of 1979. These countries included Cbte d’lvoire, Kenya, and
Tanzania.

The main stimuli for the more persistent liberalization episodes
were twofold. The most important was conditionality imposed for
gaining access to external finance under the structural adjustment pro-
grams. The policv required changes, and the associated benchmarks
were set in the policy framework papers and sector lending programs.
They invariably included import and export liberalization, related lib-
eralization of domestic trade environment (particularly dismantling
public trade monopoelies and decontrol of prices) and liberalization of
the payments systems. Import liberalization entailed reduction of tar-
iff levels, compression of the tariff structure, and removal of import li-
censing. Export liberalization entailed further reduction of export
taxes, removal of mandatory surrender requirements for export earn-
ings, and simplification of export procedures. These measures were
complemented by macroeconomic adjustment in the negotiated pro-
grams. Apart from freeing up the foreign exchange market, reduction
of fiscal deficits and containment of monetary expansion were consid-
ered as consistent measures for sustaining liberalization. The typical
sequence of action across the countries was tariffication of quantitative
restrictions, removal of domestic trade barriers, and then reduction in
tariff rates,

A second stimulus operating in different countries and at different
points in time was “own initiative.” Most significant among the cases
studied is that of South Africa. Various policy reviews conducted be-
tween 1983 and 1993 led to an adoption of a new industrial strategy
under a more neutral trade regime with tariffication of QRs and a sim-
pler, more transparent tariff structure. Subsequent binding of lower
tariff levels under GATT and negotiated free trade agreements consol-
idated these changes. Mauritius also pursued own initiatives, success-
fully focusing mainly on compensatory mechanisms to ameliorate the
anti-export bias arising from ISI. Most notable among these measures
was the setting up of export processing zones free of trade barriers. In
other countries, the own initiatives were largely in the form of Own
Funded Import Schemes, which served as launching pads for a more
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comprehensive subsequent liberalization under the adjustment pro-
grams {Kauffman and O’Connell, 1991}.

The efforts and consequences of these liberalization measures can be
gleaned from Table 2, which is borrowed from Qyejide, Ndulu, and
Gunning (1996). It presents the most recent review of status of trade
liberalization in sub-Saharan Africa, in a manner which consolidates
measures, outcomes and impacts of liberalization. It uses five indica-
tors to measure progress with liberalization: tariffication of QRs, pay-
ment liberalization, tariff liberalization, reducing effective rates of pro-
tection and export taxes. The link with policy accounts helps to map
out attribution of changes in the indicators to policy actions. The im-
pacts are assessed using changes in trade shares, output, employment
and industrial efficiency. The table also evaluates the sustainability of
liberalization through the number of reversals and whether they were
partial or total. This is complemented by a forward-looking assess-
ment of confidence in sustained liberalization by means of responses
from a survey of industrial enterprises.

The following broad observations can be made from Table 2. In the 10
countries, quantitative restrictions have been completely or mostly tar-
iffied. Coverage of import licensing is virtually nil in five of the coun-
tries for which data were provided. There has been a switch from long
positive lists of permitted imports to very short negative lists of pro-
hibited or luxurious items. This has been strengthened by a virtual abo-
lition of exchange controls and complete liberalization of the current ac-
count transactions. Four out of five countries for which information
was available have signed Article VIIH with the IMF to bind this status.

Tariff structures in all the 10 countries have been compressed from
the previous high number of more than 60 {for example, Mauritius) to
a range of 36 categories. Duty rates (scheduled) have been signifi-
cantly lowered, again virtually across all 10 countries. The reductions
are from the maximum, ranging between 150 and 250 percent, down
mostly to 30 to 50 percent. A few items remain above these levels. Pro-
tection levels (measured by effective rates of protection) likewise have
been significantly reduced in 7 out of 10 countries. The individual case
studies also present evidence showing significant movements toward
more neutral trade regimes. The measurement applied in this regard
was the ratio of domestic to world terms of trade, with neutrality im-
plving nonexistence of wedges related to trade policies. This is partly
confirmed by the steep decline in black market foreign exchange pre-
miums, which typically reflect the size of the wedges between domes-
tic and border prices of imports and foreign currency.

A critical concern from the review of these experiences pertains to the
sustainability of these achievements in light of the fact that they have not
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been bound. Although the majority of sub-Saharan African countries are
signatories to the GATT, they have bound their fariffs at levels that are
significantly above actual. The bound tariffs range from 15 to 280 per-
cent against actual applied average rates ranging from 7 to 47 percent.
Furthermore, the frequency of partial reversals noted in Table 2 shows
that pressures for reversals abound. Oyejide, Ndulu, and Gunning
(1996) make the following assessment of the sustainability of the trade
liberalization in the 10 countries in relation to compatibility of macro-
economic policy stances: Exchange rate adjustment appears critical for
ameliorating pressures of reversals. The large devaluations that accom-
panied trade liberalization partly reduced pressures from a potential ex-
cessive rise in import demand as liberalization proceeded. Furthermore,
the higher revenues from trade taxes, associated with the large change
in the valuation of the trade tax base in domestic currency terms, helped
to stem potential fiscal problems resulting from the reduction in tariffs
and hence pressure for reversal. Replacement of quantitative restrictions
likewise helped to reduce potential fiscal pressures. Although in many
countries trade reform has been accompanied by high real interest rates
resulting from vastly increased government borrowing from the public,
as yet there is no evidence that the resultant slowing down of invest-
ment, and hence resource reallocation expected from liberalization, has
undermined credibility. It is nevertheless a source of concern if benefits
from liberalization fail to materialize quickly. Support for it mav wane.
In 6 out of the 10 country cases, the support for liberalization was guite
strong based on surveys of industrialists {see Table 2).

During the relatively short periods of trade liberalization in the case
study countries, there has been generally a shift in the allocation of re-
sources toward tradables and away from nentradables and import
substitutes. Export orientation has increased, mainly due to a rise in
the profitability of exports caused by real depreciation of local curren-
cies and to a much smaller extent on account of trade policy changes.
Although de-industrialization occurred as a result of opening up to
competition, it appears that the growth of activity from surviving and
new firms more than compensated for the collapsed ones.

For the African region as a whole, export growth is rebounding after
nearly a decade of decline between mid-1970 and mid-1980. Export
earnings grew at an average rate of 3.5 percent between 1986 and 1993
following various reform measures. During 1995 and 1996, a signifi-
cant acceleration of export growth was achieved. Export earnings
grew at an average rate of 8 percent during the 2 years, with half of this
expansion attributed to an increased volume of exports (UNCTAD
data). This may be the beginning of the more substantial response to
the recent intensification of liberalization.
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Relationship Between Trade and Growth
Framework of Analysis

This section presents some empirical assessments of the links be-
tween international trade and growth. The available literature relates
trade regimes to export growth, and in turn export growth to income
growth. This shows that there is a direct as well as an indirect link be-
tween trade regimes, export performance, and growth, but the direct
link has been found to be weak. Part of the problems related to these
results is the inherent simultaneity between export performance and
growth. Furthermore, data are limited that would empirically help to
account for the dynamism between trade performance, export compo-
sition, and export growth, on the one hand, and real income growth
and the quality of this growth, on the other.

Whereas this section does not claim success in incorporating these
shortcomings, it nevertheless starts by explaining the factors behind
trade performance. This is accomplished by first estimating cross-coun-
try panel regressions for a group of countries that explains trade shares
{export and import) in GDP. We estimate two equations for the trade
shares, that is, export share and import share. In addition, we show esti-
mates from a growth equation for the same group of countries, Further-
more, to take into account the simultaneity problem alluded to above,
these three panel regressions are reestimated simultaneously using the
full information maximum likelihood method and the results compared.
We use these results to further show the impact effects in an attempt to
assess the relative importance of the links between trade and growth.

The main question asked in the empirical analysis is what are the
links between trade and growth for the group of countries in the sam-
ple for the period 1970-94. Can these links be empirically assessed?
The transmission channels recognized in the literature include:

* Openness of the economy. This enhances the efficiency and over-

all effectiveness of macroeconomic policies and investment.

* Export-led growth, which tends to be more efficient beyond the
openness argument. This is because export-based growth will
bring in {1) technology transfer, (2) efficient allocation of resources
due to international competition, and (3} cost-efficiency and re-
lated factors. These effects provide a further impetus to growth be-
yond what openness can provide, that is, there are dynamic mul-
tiplier effects.

¢ Through the real exchange rate as a policy too! for ensuring com-
petitiveness and minimal price distortions.

* Alleviation of import constraints (foreign exchange supply con-
straints), which is necessary to ensure supply of intermediate and
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capital goods to domestic firms. Import liberalization thus con-
tributes to overall growth through reducing import supply con-
straints and reduces barriers to entry.

We recognize twe further channels that may affect growth:

L ]

Foreign exchange liberalization, where it has occurred, has helped
to alleviate foreign exchange constraints. This builds up import-
ing capacity and thus reduces impert constraints.

Quality of growth from export orientation brings with it export
externalities, which are partly related to technelogical advance-
ment, competitiveness, and productivity differential aspects.

To take these factors into account, we introduce in the estimated
equations trade-related policies that influence or hamper trade. These
include:

Export taxes: these may be direct taxes levied on export or im-
plicit in the form of real exchange rate misalignment.?

Tariffs and nontariff barriers: exporters have to buy their inputs at
higher than world prices but have to sell their goods at world
prices. Thus there is 2 wedge between world and domestic prices
of imports, while exports have to be traded at world prices. This
is captured by import price index adjusted for domestic duties
and real exchange rate misalignment.

Macroeconomic stability: these are trade-related, in view of the
fact that they affect investors {foreign and domestic} and thus
technolegical development. Thus volatilities in macroeconomic
variables and the outcome of the macroeconomic stance become
crucial in directly and indirectly affecting export performance.
For example, macroeconomic instability in general will be re-
flected by rising inflation domestically, which thus renders ex-
ports uncompetitive.

Uncertainty in the future flow of foreign exchange leads to stock-
piling of imports to hedge against future shortfalls. This encom-
passes wastage in the use of imported raw materials, and there is
an element of overpricing. Thus there is a premium due to
scarcity of foreign exchange. This leads to the distortionary effects
discussed above and thus misalignment of the real exchange rate.

*The preferred measure here (if available} is the parallel market exchange rate premiums.
This is because exporters download their foreign exchange earnings using the official rate but
have to purchase their inputs in the market that includes the parallel market. However, in coun-
tries where liberalization has taken place, real exchange rate misalignment is adequate in cap-
turing temporal deviations from the perceived real exchange rate equilibrium. However, data
availability may constrain the choice to using a simple proxy of real exchange rate misalign-
ment as & deviation from the average real exchange rate. This is what is used in the chapter.
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¢ Finally, institutional variables are likely to be important in facili-

tating export and import activities.

These channels are, however, difficult to map out in an empirical ex-
ercise. This is because the relationship between export performance,
alleviation of import constraints, and overall economic growth may
provide direct as well as feedback effects. This may perhaps be cap-
tured by simultaneously estimating the three equations and may thus
capture the dynamics among them that could otherwise not be possi-
ble in a single equation estimation. To take this into account, we first
estimate panel regressions for trade shares and growth and then rees-
timate them simultaneously. The interdependencies between them will
thus show up in a reduced number of regressors and the efficiency of
the parameters left in the model.

Empirical Results

The results of the panel regression equation that take into account
some of these links are shown in Table 3. The table shows the variables
used in the first column, the export share equation in the second col-
umn, the import share equation in the third column and the real in-
come growth equation in the fourth column. The appendix defines
each of these variables.

In the export share equation, EXPGDP,, 1s export share lagged one
period. This variable captures the past performance of exports and
hence constraints related to export bias. If export incentives are ap-
propriate, then past export performance should be positively related
to the current export level and should positively stimulate growth.
This is because a successful export environment {culture) will simu-
late further export production, and this stimulates growth with im-
portant feedback effects. In the import share equation, the parallel to
this is import to GDP lagged (MGDP,), which stimulates import de-
mand in line with past levels but shows that it is negatively related
to growth. There are two competing effects here. One is on the de-
mand side, where imports are seen as a leakage, and thus should be
negatively related to growth. The other is on the supply side, where
imports constraints are eased with liberalization coupled with effi-
ciency gains. The effect of the latter influence should stimulate
growth, and thus be positive. The results show that the leakage effect
is stronger, but it is, however, not highly significant in the growth
equation.

The second variable in the export share equation is TOTSHK, terms
of trade shocks. They show that positive shocks have positive effects
on exports, imports, and growth, but terms of trade (TOT) has a neg-
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Table 3. Panel Regression Results (Random Effects Model}

Export Share Import Share Growth

Variable Equation Equation Equation
Constant 2.769 {4.536) 1.325 {1.56)
EXPGDP 0.0512 {4.031) 0156 {2.75)
MGDP 0.0416 (3.206) -0.039 {-0.689)
TOr -0.126 (-7.68)
TOTSHK 0.0689 (5.728) 0.0556 (4.642) 0.387 (24.80)
XPi 0.0425 (7.26)
MPITX -0.000013 {-0.126)
ARGDPGR 0.229 (11.778) 3.257 (13.323)
RGDPGR., 0.517 (27.242) 0.517 (27.35) 0.265 {18.71)
RER 0.0572 {5.778) 0.0354 (4.629) -0.047 {~4.57)
RERMIIS -0.049 (4.11)
RERMIS -0.016 {-1.96}
FDIOPEN 0.0195 (2.247)
XPODUTY -0.0078 (-1.218)
fCRGE -0.0318 (-2.850) -0.030 {-3.068)
WARSSA ~-0.078 (-3.94) -0.0485 (-2.438)
apy 0.0431 (3.740) 0.054 (5.338; -0.0027 (G.161)
GINY 0.620 (32.19)
tSCHOOL 0.017 (2.3}
INFYR -0.097 {-8.56)
INF 0.171(12.71)
DSX —0.066 {-4.27)
GOPRR -0.020 {-1.99)
R? 0.82¢ 0.813 Q.82

Mote: The figures in parentheses are the t-values.

ative effect on growth. The export price index {(XPI) is positively re-
lated to export share. This is consistent with a theoretical prediction of
a supply function. This is also supported by the results in the table.
The next set of variables are lagged growth of real income (RGDR-
GR) and speed of this growth (ARGDCR}. These two variables are
important in both import and export equation, and certainly lagged
growth {or past growth performance} explains the observed current
growth of incomes. This confirms the observed regularity in the liter-
ature that strong growth will stimulate the further growth in future
and that a current recession may not stimulate future growth. We
come back to this aspect when we look at the impact effects of these
variables.

The next set of variables introduces trade-policy-related variables.
These include real exchange rate (RER) and real exchange rate mis-
alignment {RERMIS), as defined above. Real exchange rate deprecia-
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tion stimulates export supply, while an appreciation stimulates import
demand. The results also show that real exchange rate depreciation
stimulates growth. In addition, there are tax variables that enter into
the trade share equations. The first is computed from taxes on imports,
(MPITX), which enters into the import demand equation with negative
effect (though not statistically significant). The second is a direct tax on
exports (XPODUTY},which deters exports, and the results corroborate
with the expectations (even though they are not highly significant).

The next set of variables looks at the quality of institutions (ICRGE)
and sudden disruptions due to civil unrest (WARSSA), which is an in-
dicator of the number of civil wars crossed with a dummy for sub-Sa-
haran Africa. These two variables are consistently negative for export
supply and import demand equations but have no effect on the growth
equation. This underscores the importance of institutions and political
tensions in supporting or hampering trade.

The final variable that relates to the three panel regressions is the
flow of external debt to GDP (ADY). This is the first difference of the
stock of the ratio of external debt to GDP. This should be positive be-
cause it reflects some aspect of financing (that is, official aid flows) and
can thus be seen to alleviate foreign exchange constraints. The results
support this view, but it is not significant in the growth equation. Even
though external debt enters the model, and in first difference is not sta-
tistically significant, we have further included the crowding out effect
of external debt that would work through investments to reduce
growth. This is the debt service ratio (DSX), which is negative and
highly significant in the growth equation. In addition, the export equa-
tion includes a proxy for the technological enhancement impact of
openness, as argued in the introduction of this chapter. This is
FDIOPEN, which is the ratio of foreign direct investment to GDP
crossed with openness. This variable is positively related to export
supply, which confirms the arguments put forward above. It is, how-
ever, not significant in the other equations.

We recognize the fact that growth is affected by other factors besides
trade or openness to trade. For this reason, we have included a num-
ber of additional variables. They include gross investment (GINV),
which is a sum of public and private investment rates and which is
positively related to growth; human capital, which is proxied by
LSCHOOL, the number of initial schooling years. This is in line with
the recognition of human capital in endogenous growth models, and
the regression results support this view.

The outcome of macroeconomic policies effect growth. To take this
into account, we include inflation and its variability in the growth
equation (INF and INFVR). Unstable macroeconomic policies are re-
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flected by rising and volatile inflation, which retards growth, while
moderate inflation would stimulate growth through revenues from a
moderate inflation tax. It appears that the results confirm these links.

Finally, the neighborhood contagion effect is proxied by regional
GDP (GDPRR), which is negatively related to growth and is signifi-
cant. Overall, the panel regression results conform te the predictions.
But a caution, as argued in the introductory section of the chapter, is
that simultaneity may be a problem. To remedy this, we need to re-
estimate the panel regressions simultaneously. We do this in full-infor-
mation, maximum-likelihood estimation {(FIML), and the results are
shown in Table 4.

The variables in the FIML estimation were retained in the model as
long as they were significant so that the results that emerged were
achieved through a process of reduction.

The first thing to note in Table 4 is that the number of regressors is
significantly reduced. This is consistent with the time series models
where one starts with a large, overparameterized statistical model, and
the reduction process ensures efficiency until a parsimonious model is
achieved. The second thing to note from this table is that even though
the number of regressors have been drastically reduced, the R? for
these three equations has not significantly declined.

The results show that export success or success of export policy, re-
flected by lagged export share, is positively related to real income
growth. Growth performance, both in terms of lagged performance and
its speed, are an important drive to both export and import share equa-
tions as well as to the growth equation. Thus, a booming economy also
promises growth in the future, so the observed growth level is also a
function of past growth performance. The results in this table indicate
that 31.4 percent of past growth performance is carried into the current
growth record. This is an important stimulus to both trade shares, as
well as growth with positive externality effects on all the three variables.

Notably, import share lagged neither affects growth nor its own
equation. This is consistent with earlier argument on the net affect
from both supply and demand sides. In this case, the import liberal-
ization effect is picked up by growth feedbacks to the import equation.

The next set of variables is the real exchange rate and a dummy for
civil war, which have maintained their significance and direction, ex-
cept that now civil wars do not affect growth directly, but via disrup-
tions of export supply and import demand. Changes in the ratio of ex-
ternal debt to GDP is consistently positive, just like before and is now
significant in the growth equation.

From the FIML results, we note that trade policies affect imports and
exports indirectly. This is because no trade policy variable effects are
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Regression Results: Trade Shares and Growth

Export Import Growth
Variable Equation Equation Equation
Constant 2.38{1.186} 247 (1.26) 2.26 (212}
EXPGDP,., 0.095% {3.79)
TOT -0.120(-12.38)
TOTSHK 0.046 (1.568) 0.0447 (1.55) 0.379 (36.59)
ARGDPGR 0.268 (6.98) 0.264 (5.87)
RGDPGR,., (3.495{15.79) 0.500 (13.938) 0.314 (32.08)
RER 0.029 (1.33) 0.028 (1.14) -0.057 {(—4.35)
WARSSA -0.071 {(-2.302) -0.0053 {-2.47)
ADY 0.0667 (2.109) 0.067 (2.08) 0.030 (2.36)
GINY 0.470 (48.44)
tSCHOOL 0.627 (2.88)
INFVR ~0.117 {-11.18)
INF 0.166 (1487}
Dsx ~0.067 (-5.60)
R? 0.795 0.794 0.787

Mote: The results are a full-information, maximum-likelihood estimate. The higures in parentheses
are tvalues.

significant in the trade share equations. The results show that trade
policy measures are indirect, and we can make three observations in
relation to these results. First, trade matters to growth, but macrovari-
ables like the real exchange rate have a strong influence on growth and
then work indirectly to affect exports and imports. Second, gross in-
vestments, GINV, affects growth directly. But investments are usually
affected by trade policies. Trade reforms affect investment by improv-
ing their profitability. Thus the effect of trade policy on growth is indi-
rect and strong through the channel of investment. Finally, it should be
noted that trade liberalization effects occur through capital formation
and thus affect growth. These effects do not enter the production func-
tions directly. This perhaps helps to explain why trade shares were not
significantly affected by trade policy variables.

We next assess the relative importance of the explanatory variables
in explaining sub-Saharan Africa’s trade and growth performance by
way of contrast with the sample as a whole and with East Asia in par-
ticular. The main question asked in these computations is what ex-
plains sub-Saharan African countries’ trade performance relative to
the overall sample of developing countries and the best performers in
East Asia. To accomplish this, the sample means of the explanatory
variables were computed and used together with the means for the
sub-Saharan African and East Asian regions. We then use the regres-
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Table 5. Comparative Assessment: Export Share Equation

Sample East Asia

Mean Versus  Versus
Sub- Sub- Sub-
Saharan East Saharan Saharan
Variable Sample  Africa Asia  Coefficient Africa  Africa
TOTSHK G.0059 (.0049 0.0338 0.046 0.0046 0133
ARGDPGR -0.0012 -G.0016 -0.00105 0.268 00107 00147
RGDPGR 0391 (.0343 0.072% 0.495 0.238 1.1
RER 0.9755 (.9549 3.9806 0.029 0.0597 00745
WARCIY ¢.18148 0.1333 0.350 -0.071 -0.3429 -1.5385
ooy 0.0357 0.0498 3.0067 0.0667 -0.0941 -0.287
Cverall differential 0.1454  0.2783

sion coefficients of the respective variables from the FIML results {o ob-
tain the contribution of each variable in explaining the differential per-
formance effects. In the computations, we subtract the sub-Saharan
African mean of the variable from the sample mean (and East Asian
means) and multiply by the coefficient from the regression results. The
last two columns show the differential contribution effects from the
sample and East Asia compared with sub-Saharan Africa, and the last
row gives the overall contribution of the included variables to ex-
plaining the estimated difference.

These results have thus utilized the interdependence between the
equations and the feedback effects. The results are shown in Table 5 for
the export share equation, Table 6 for the import share equation, and
Table 7 for the growth equation.

These tables show those variables that simultaneously determine
trade shares and growth and also the lagged influence of export share
on growth. The contributions are arrived at by multiplying the coeffi-
cient from the regression results in Table 4 and the difference between
the mean of the variable in question, for sub-Saharan Africa and the
overall sample of the 93 countries and the mean for East Asia. The re-
sults in these two tables are summarized by the respective last rows in
Tables 5, 6, and 7.

A positive overall effect shows that sub-Saharan Africa performs
worse than the sample average or the average for the East Asian coun-
tries. In all cases, when we use the trade shares equations, sub-Saharan
Africa performs worse than East Asia and performs slightly better
than the average countries in the sample. From these results, it appears
that the driving force is real growth, which affects trade shares equally
importantly.
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Table 6. Comparative Assessment: Import Share Equation

Sample  Asia

Mean Versus  Versus
Sub- Sub- Sub-
Saharan East Saharan Saharan
Variable Sample  Africa Asia  Coefficient Africa  Africa
TOTSHK 0.0059 0.004% 0.0338 0.0447 Q0047 0.129
ARGDPGR Q02 00016 -0.00105 (.264 ~0.0106 -0.0145
RGDPGR 0.039% (.0343 0.0729 G.500 0.240 1.93
RER D.9755 .954%9 (.9806 0.028 0.0577 00279
WARCHY 018146 £2.1333 .350 -0.0053 -0.0256 -0.114%
DoY 0.0357 0.0498 0.0067 0.067 -0.0945 -0.289
Overall differential 0172 1.668

Tabie 7 shows the comparative assessment of growth performance
for the two regions with sub-Saharan Africa with similar but this
time stronger conclusicns. Trade and trade policies affect growth,
and growth in turn affects trade performance. This conclusion seems
to support the observations made about the marginalization of sub-
Saharan Africa in world trade and its poor output growth
performance.

Although export shares affect growth, as we saw above, the feed-
back effects from growth to export are much stronger. The results,
which seem to utilize the interdependences of the trade shares and real
income growth, seem to point to the fact that output growth perfor-
mance is key to the successful link between export and growth. The di-
rect effects from trade and trade policies are not as strong as the
growth impetus. This result is supported by the overall differential ef-
fect shown in Table 7. Sub-Saharan Africa is thus disadvantaged in the
growth process, investment, and human capital, and this constrains
export performance. This is shown in the differential effect to growth
of 6.1 percent favoring the average countries in the sample.

We seem to arrive almost at a similar conclusion as Rodrik (1997),
who argues that stimulating economic growth is the key to affecting
other aspects that contribute to growth. This is in regard to the impor-
tant contribution made to trade by successful stimulus from growth.
But we qualify our results by utilizing the links we have outlined
above and seek evidence from the results we have obtained in these
two tables. In addition, we use the growth equation to assess the rela-
tive importance of factors contributing to growth and thus assess the
role of trade in growth.
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Table 7. Differential Effect Assessment: Growth Equation

Sample East Asia

Mean Versus Versus
Sub- Sub- Sub-

Saharan East Saharan Saharan

Variable Sample  Africa Asia  Coefficient Africa  Africa
EXPGDP_, 0227 0.203 G446 0.0959 0.230 2.100
7or 0.778 0.775 ¢.757 -0.12¢ -0.036 0.252
TOTSHK 0.0059 0.0049 0.0338 0.379 0.0379 1.057
RGODPGR., 0.0391 0.0343 0.0729 0.314 0.151 1.061

RER 0.9755 0.9549 0.9806 -0.057 -0.117 -£0.029
Doy 0.0357 00498 0.0067 0.030 -0.0423 -D.087
GiNY 0.208 0.1998 0.279 0.470 0.3854 3.337
LSCHOOL 1.297 (0.9297 1.678 0.0212 0.779 0.808
INFVR 0.558 0.696 0.540 -0.117 1.615 0.211
INF 0.494 0.309 (.0838 0.166 3.071 -3.738
(2334 0.155 0.153 0.181 -0.067 -0.0134 -0.174
Qverall differential 6.061 4.885

The next stage of analysis looks at the export growth equation. We
include most of the variables as before, but in addition we now include
lagged export growth and import growth in the equation, and the
growth rates of the variables instead of the levels of the variables. In
addition, some variables enter in both contemporaneous and lagged
values. The results of the export growth equation are shown in Table 8
and Table 9 for the FIML estimation.

The real exchange rate enters in its first difference, indicating that it
is the real exchange rate movements that are important to export
growth. The results show that, to the extent that the real exchange rate
changes are favorable to profitability and external competitiveness,
they stimulate growth of exports. Real exchange rate misalignment en-
ters with a first lag and is consistent with prediction: it penalizes ex-
port performance. In this equation, human capital enters into the
growth equation even though it was not significant in the export share
equation. The technological-enhancing variable, FDIOPEN, also turns
out to be significant in the export growth equation. This variable plays
the same role as argued previously. Two variables that have now be-
come significant in the export growth equation are the debt service
ratio (DSX) and inflation (INF). DSX was significant to the growth
equation but not in the export share equation.

To the extent that significant export receipts flow out to service ex-
ternal debt, they are likely to check export growth. The results in Table
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Table 8. Export Growth Panel Equation

Variable Coefficient t-ratio
EXPOGR., 0.859 52.13
MGDPLR 0.429 3261
ARGODPGR 0,161 11.37
ADY 0.260 20.64
TOTSHK -0.116 -12.14
Xel 0.0189 2.67
X2 0.0621 8914
INF 4.0223 2.821
ARER -0.0422 -5.955
RERMIS, 00135 -1.834
DSX -0.157 -13.273
LSCHOO!L 00126 2.434
FOIOPEN 00563 9.850
R2 o 0N

Note: Random effects model.

8 confirm this. For inflation, it shows that it stimulates export produc-
tion and also growth. This is consistent with the arguments that mod-
erate inflation is likely to stimulate export production through reduced
pressure on appreciation of the exchange rate and growth. We added
inflation variability (INFVR), but this was only significant in the
growth equation and not in the export growth equation. The results in
Table 8 are reported only for the significant variables. This equation
was again reestimated simultaneously with the growth equation. The
results are reported in Table 9.

Using the same variables for the export growth equation, we can
also assess the feedback effects from growth to export growth. The re-
sults in Table 9 show that the speed of growth of real income, lagged
export growth, and moderate inflation most significantly explain sub-
Saharan African performance relative to the overall sample. Misalign-
ment in the real exchange rate deters both export growth and real in-
come growth. In addition, terms of trade shocks and debt service and
import growth make negative contributions to real income growth.

The results of the computed beta coefficients showing the relative
importance of the variables in the export growth and output growth
equation are shown in Table 10. We have also shown the total contri-
buticn of the variables in the model by showing their explained pro-
portion and hence indicating the unexplained proportion. The results
give a lot of weight to the export environment, captured by lagged ex-
port growth, an inertial effect, which feeds into output growth with
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Table 9. Regression Results: Trade and Growth

Variahle Export Growth Equation Growth Equation
Constant -5.184 (-5.349) 0.714 {G.983)
EXPOGR,, 0.862 (91.15} 0.0355 (3.835)
ARGDPOR 0.161 (19.5%} 0.609 (73.02)
AP 0.621 (3.89)

XPI,. 0.054 (11.14)

ADY 0.254 {27.11)

o7 -0.157 (-20.67)
FOTSHK -G 117 (-16.33} 0.345 (49.56)
ARER -0.0429 (-6.320) -0.0072 (-0.774)
RERMIS -0.0061 (-0.963}

RERMIS, -0.047 (-6.031)
MGDPLR G427 (64.40) 0117 {(-14.00)
HNF 0.0185 (2.74) 0.189(27.93)
INFVAR -0.132 {-16.063)
DX -0.156 {-18.640) -0.091 (-11.88)
LICHOOL 00111 (1.84)

GINY 0.234 (20.96)
R? 0.91 .88

Mote: Likehhood function = -18,885.1. NOBS = 2,475, The results are a full-information, maxi-
mum-likelihood estimation. The figures in parentheses are f-values.

strong effects. This underscores the importance of incorperating the si-
muitaneity arguments considered above. The other factors behind ex-
port growth are external debt flows, import growth, and export prices.
On the growth side, lagged effects of growth have the most influence,
followed by investment and export growth, while debt service obliga-
tions are a strong deterrent to growth.

These results further reinforce the arguments in this chapter that
trade performance will be reinforced by output growth as well as
growth being sustained by trade performance. Thus export perfor-
mance contributes to output growth, but more important, output
growth explains more of the trade performance in general and has en-
tered significantly in both trade shares and export growth equations.

However, even though a strong conclusion emerges that export
growth contributes to overall output growth with strong feedback ef-
fects, there are still weaknesses into how much the chapter can con-
tribute toward understanding the transmission mechanisms or chan-
nels from export growth to output growth and vice versa. Three issues
may be pointed cut. First, composition of exports and output may de-
termine the strength of the transmission mechanism and the strength
of feedback effects and furthermore the quality of growth. Second, pri-
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Table 10. Trade and Growth:
Relative Contributions (Estimated Beta Coefficients)

Variable Export Growth Growth
EXPOGR,. 26.75 14.44
ARGDPGR 4.93 75.77
XPt 6.51

APl 6.82

ADY 23.65

FoT -2.93
TOTSRK -£5.98 0.345
ARER ~1.53 -1.04
RERMIS -0.028

RERMIS 4 -0.874
MGCOPGR 359 -39.9%
INF .23 9.618
INFVAR -%.054
DSX -.0 -21.385
LSCHOOL 2.186

GINY 32.323
Explained 85569 78.6
Unexplained 14.431 21.39
Total 100 100

Note: The beta caefficient helps to assess the relative importance of the variables ang factors in
the regressions in explaining export growth and trade. The beta coefficients are estimated by using
the size of the respective regression coefficient (x) multiplied by the ratio of the standard deviation
of x divided by the standard deviation of the dependent varizble. These computations are repro-
duced in this table,

mary exports will have a different impact on output growth from that
of manufactured exports.* Finally, we cannot answer the question to
what extent trade reforms have affected the composition of exports
and thus the transmission channels. Thus, even though we come to a
strong conclusion about the relationship between trade and growth,
we still need disaggregated export data to map cut policy pointers on
trade and growth and the strength of the transmission channels. Pri-
mary exports will have a differential impact on real income growth
and a different transmission mechanism.

Concluding Remarks

There is now increasing evidence that those developing countries
that have been most successful in achieving and sustaining high growth

#t is quite difficult to assess this proposition due to data requirements. This could be feasi-
ble for individuoal countries rather that the 99 countries used in this study.
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rates are also the ones that have taken most advantage of trade oppor-
tunities. Openness to trade and international finance has facilitated the
effectiveness of investment and macroeconomic conditions that are
conducive to growth. In this respect, the recent trend toward opening
up the sub-Saharan African economies and reducing barriers to trade
and finance augurs well for higher, sustained growth in the future. If we
go by the recent encouraging upturn (1995 and 1996} in growth and ex-
port performance in the region, there is 2 good reason to believe that
this may be a beginning of a virtuous circle from policy reforms to
growth. This particular view is supported by the strong positive inertial
influence of past growth and export performance for future improved
performance. What is perhaps also a significant finding is the confir-
mation of the strong influence of overall growth on trade performance.
In this regard, Africa’s marginalization in world trade will have to find
an answer from creating conditions for improved overall growth,
which 1s the base for participation in world trade. That is, poor perfor-
mance in the past has been due to two factors: Africa did not trade
enough, and its trade policy stance is to blame for these outcomes.

The influence of trade-enhancing policies on exports and overall
growth has been shown to matter. Explicit trade policies, including
trade taxes and nontariff barriers, play an important but less promi-
nent role in this regard than macroeconomic policies that influence
trade performance. Most significant among the latter are exchange rate
pelicies, reduction in the exchange controls, price stability, and invest-
ment response. These of course operate more effectively in an open
trade environment, which permits enterprises to make best and un-
cumbered use of global opportunities for trade and investment.

A major hindrance to strengthening the virtuous circle as confirmed
by the results is that of the debt service burden, which crowds out do-
mestic expenditures needed for supporting expansion of productive
capacity and infrastructure for growth. An expeditious solution to this
problem arising from the past is key to stemming coordination failures
that hamper response of investment and indeed strengthening of the
export base. Another structural bottleneck is the underdeveloped state
of human capacity, which stifles absorption of technological compe-
tence availed through interaction of openness and foreign direct in-
vestment. Investment in human capital, particularly education, is thus
an important complementary measure for realizing the benefits from
opening up Alfrican economies.

Finally, the sustainability of the various liberalization measures that
have been put in place is fundamental for achieving sustained im-
proved performance in trade and growth. Pressures from fiscal gaps
and from interest groups concerned with maintaining the protection of
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ventures put in place during the ISI era are most worrisome in this re-
gard. Binding achievements toward a more open economy are critical
for sustenance, Whether this is done through regional arrangements,
WTO provisions, or local constituencies (for example, export lobbies),
it is necessary to embark on them before to pressures for reversals
mount to critical levels,

EXPGD
MGDP
TOT
TOTSHK

XPI
MPITX

RERMIS

FDIGDP
OPEN
XPODUTY
ICRGE
WARSSA

Dy
LSCHCOL
GINV

INF

DSX
GDPRR
EXPOGR
MGDPGR
RGDPGR
RER
INFVAR

Appendix: Variable Definitions

Export share in GDP

Import share in GDP

Terms of trade

Terms of trade shock

TOTSHK for year is t is calculated as: [(Px; / Pxpase — 1)*
{(X/{GDP)~11 - [Pm,/PM — 1}* (M{GDP),, |, where PX
and PM are export and import prices indices respec-
tively deflated by the U.S. GNP deflator; P X, and
PMy are the average PX and PM respectively for the
preceding 3 years; X and M are respectively the exports
and imports of goods and nonfactor services.

Export price index

MPI* 1 + IMPODUTY + RERMIS], where MPI is the
import price index and IMPDUTY are import duties.
Real exchange rate misalignment, defined as

(RER - ERER)/ERER

Ratio of foreign direct investment to GDP

Openness: imports + exports as a ratio of GDP
Export duties

Measure of quality of institutions

Number of civil wars crossed with the sub-5aharan
African dummy

Ratio of external debt to GDP

Number of years in school

Gross investment (sum of ratio of public and private
investment to GDI?)

Rate of inflation

Ratio of debt service to exports

Average regional GDP

Growth of exports

Growth of imports

Real income growth

Real exchange rate

Inflation variability



276 Benno |. Ndulu and Njuguna S. Ndung'u

References

Balassa, B., 1978, “Exports and Economic Growth: Further Evidence,” Journal
of Development Ecoromics, Vol. 5, pp. 181-89.

Baldwin, R.E., 1996, “Review of Theoretical Developments in Regional Inte-
gration,” in Regional integration and Trade Liberalization in Sub-Saharan
Africa, Vol. 1, Framewerk, Issues and Methodological Perspectives, ed. by
A. Ovejide, I. Elbadawi, and I Collier (New York: 5t. Martin’s Press).

Collier, Paul, 1995, “The Marginalization of Africa,” International Labour Re-
vrewe, Vol. 134, No. 4-5, pp. 541-57.

. and Gunning, 1997, Explaining African Econcmic Performance (Oxford:
Centre for the Study of African Economies).

De Rosa, D. A., 1990, “Protection and Export Performance in Sub-Saharan
Africa,” Weltwirtsafliches Archiv, Vol. 128, No. 1, pp. 88-124.

Edwards, 5., 1993, “Openness, Trade Liberalization and Growth in Developing
Countries,” Juurnal of Economic Literature, Vol. 21, pp. 1358-93.

Esfahami, H.S., 1991, “Exports, Imports and Economic Growth in Semi-indus-
trializea Countries,” fournal of Development Economics, Vol. 35, No. 1,
PP 93-1l6.

Feder, Gershon, 1983, “On Exports and Economic Growth,” fournal of Develop-
ment Econumics, Vol. 12, pp. 59-73.

Helleiner, G.K., 1986, “Outward Orientation, Import Instability and African
Econemic Growth: An Empirical Investigation,” in Theory and Realify in
Development: Essays in Honour of Paul Streeten, ed. by S. Lall and F. Stew-
art (New York: 5t. Martin’s Press).

, 1990, “Trade Strategy in the Medium-Term Adjustment,” World Devel-
oprment, Vol. 18, No. 6, pp. 879-97.

Kauffman, DD, and S. (¥ Connell, 1991, “The Macroeconomics of the Unofficial
Foreign Exchange Market in Tanzania,” in Economic Reforms in Sub-Saha-
ran Africa, ed. by A. Chhibber and 5. Fischer (Washington: World Bank).

Khan, M., and M.D. Knight, 1988, “lmport Compression and Export Perfor-
mance in Developing Countries,” Review of Economics and Statistics,
Vol. 70, No. 2.

Little, IM.I., T. Scitovsky, and M. Scott, 1970, Industry and Trade in Some De-
veluping Countries (New York: Oxford University Press).

Moran, C., 1990, “Impotts under a Foreign Exchange Constraint,” World Bank
Economic Review, Vol. 3, No. 2, pp. 279-95.

Ndulu, B., 1986, “Investment, Output Growth and Capacity Utilization in an
African Economy: The Case of the Manufacturing Sector in Tanzania,”
East African Econemic Review, Vol. 2, No. 1.

. 1991, “Crowth and Adjustment in Sub-Saharan Africa,” in Economic

Reform in Sub-Seharan Africa, ed. by A. Chhibber and 5. Fischer (Washing-

ton: World Bank}.




9 « Trade and Growth in Sub-Saharan Africa 277

Oyejide, TA., B.J. Nduly, and [.W. Gunning, eds., 1996, “Country Case Stud-
tes of Trade Liberalization” (unpublished; Nairobi: African Economic Re-
search Consortium)}.

Papageorgiou, D., M. Michaely, and A. Choksi, 1991, Liberalising Trade, 7 vols.
(Oxford: Blackwell).

Pinto, B., 1989, “Black Market Premia, Exchange Rate Unification, and Infla-
tion in Sub-Saharan Africa,” World Bank Economic Review, Vol. 3, No. 3,
pp. 321-38.

Pritchett, L., and G. Sethi, 1994, “Tariff Rates, Tariff Revenue and Trade Re-
form: Some New Facts,” World Bank Economic Review, Vol. 8, No. 1,
pp.1-16.

Rodrik, D, 1992, “Closing the Productivity Gap: Does Trade Liberalization Re-
ally Help?” in Trade Policy, Industrialization, and Development. New Perspec-
tives,” ed. by G. K. Helleiner (Oxford: Clarendon Press;.

, 1997, “Trade Policy and Economic Performance in Sub-Saharan Africa”
{unpublished; Cambridge, Massachusetts: Kennedy School of Govern-
ment, Harvard University}.

Sachs, Jeffrey, and Andrew Wamer, 1995, "Economic Reform and the Process
of Global Integration,” Brookings Papers on Economic Activity: 1, pp.1-118.

, 1997, “Sources of Slow Grewth in African Economies” {unpublished;
Cambridge, Massachusetts: Harvard Institute for Intemational Develop-
ment, March).

Tanzi, V., 1995, “Taxation in an Integrating World," Integrating National
Economies Series {Washingten: Brookings Institution).

Yeats, Alexander J., 1997, with Azita Amjadi, Ulrich Eincke, and Francis Ng,
Did Domestic Policies Marginalize Africa in World Trade? {(Washingtorn:
World Bank).




Africa: Industrialization Strategy In the ‘I 0
Context of Globalization

Charles Chukwuma Soludo

The ¢rucial challenge facing policy makers in government and the multilat-
eral agencies is that of framing a new industrial strategy for sub-Saharan
Alrica in the 21st century. Whatever its limited success in other fields, struc-
tural adjustment has failed signally not just in reversing the recent trend to-
wards de-industrialization but also in creating an appropriate policy environ-
ment for sustained industrial growth. . . . A fresh start—a new approach—is
needed. [UNIDQO, 1998, p. 122]

It is self-evident that, given the validity of the Prebisch-Singer thesis
about the secular decline in primary commeodity prices, the limited
natural resource endowments, and the teeming population of African
countries, future growth and development will hinge critically on the
aggressive pursuit of production diversification into industry, techno-
logical upgrading, and international competitiveness of manufactures.
This realization is not new and has constituted the fulcrum of most de-
velopment strategies in much of Africa since political independence in
the 1960s.

So far, the various models of industrialization—from active indus-
trial policy under import-substituting industrialization (ISI} to “no in-
dustrial policy” under structural adjustment programs (SAPs)—have
not succeeded in laying the foundations for industrial takeoff in most
African countries. While most analysts agree about the distortions and
failings of the brand of ISI implemented in much of Africa, evidence
now shows that the promises of “incentive neutral” trade policy, and
“no policy” framework of industrialization under SAP have not mate-
rialized.? The extremely low level of industrialization combines with
the atypically weak institutions, human capital, and infrastructure to

tAfrica is the only region whose share of global trade has shrunk from nearly 4 percent in
1950 to about 1 percent in the 1990s; the only region whose production structures have inten-
sified concentration in low technology activities, and the only region whose exports are fur-
ther concentrated in primary comunodities rather than diversification as promised under ib-
eralization. The share in global manufacturing value added (MVA} has shrunk from 0.6
percent in 1970 to 0.3 percent in 1995; growth of MVA deteriorated from 2 percent in the
187080 period to 0.1 percent in 1991-95; total export growth per capita deteriorated to -1.6
percent in the 1991-95 period; and manufacturing employment declined from an average
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make Africa (with the notable exception of a minority of countries) the
world’s only region that has intensified its position as a pre-industrial
society.

The search for, and effective deployment of, strategies to escape this
pre-industrial trap and to lay the foundations for sustainable, compet-
itive industrialization are the fundamental challenges for Africa’s de-
velopment in the years ahead. Recently, the earlier acrimonious debate
about the role of the state in industrialization seems to have given way
to increasing convergence of views around some strings of “recogni-
tions” for the need for “developmental,” “strong,” “committed,” “ef-
fective” state in industrialization. “Without it {the state), sustainable
development, both economic and social, is impossible” (World Bank,
1897). Thus, after years of waiting in vain for market forces to unleash
industrial development, analysts are beginning to take seriously the
political economy, structural, capacity, and institutional issues arising
from, associated with, or defining the context for rapid industrializa-
tion in Africa. A rediscovery of the state and the potentials of an Asian-
style interventionist regime for latecomer industrializers is one thing,
while designing appropriate policies in the context of the changed and
continually changing global environment is yet another.

Glebalization is perhaps the most profound development that not
only circumscribes the nature and scope of national policies but more
fundamentally defines the context for African industrialization. It de-
fines not just the breakneck technological changes and shrinkage of the
global market but more so the take-it-or-leave-it set of neoliberal poli-
cies (unfettered market liberalization and competition) that are the ful-
crum of international exchange under the WTO. About 40 African
countries have signed the WTO rules.? In essence, the new framework
changes the nature and role of industrial policy, and in particular, se-
verely limits the application of the kinds of the interventions and poli-
cies that the more successful Asian industrializers employed.

Africa {together with other regions with developing countries at a
similar stage of industrialization) therefore faces atypically Herculean

growth rate of about 3.3 percent in 1970-80 to -1.1 in 1983-90. More fundamentally, the liber-
alization schemes have been shown to be incompatible with the goals of balance of payments
and fiscal viability. Indeed, aside from two or so countries whose trade liberalization has been
buoved up by massive aid inflows, most of the other liberalizations have suffered from some
reversals {see Soludo, 1997D).

IFor Africa, the issue is no longer whether or not to liberalize trade, or whether trade and
outward orientation matter for growth. Such debates are now sterile because most countries
have signed to binding and enforceable liberalization of trade under the WTO. In the light of
the evolving global environment, there is little choice except outward orientation,
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challenges. First, the global environment is atypically more competi-
tive than at any other time. Second, Africa would be the only region
that would need to transform from a pre-industrial, precapitalist soci-
ety into competitive market and industrialized society but without the
scope for preferential and differential treatments or protective and in-
terventionist regimes available to earlier industrializers. In other
words, Africa would, as a toddler, be expected to compete in a game
meant for adults. A further problem is that, in some cases, the toddler
is even deformed as defined by the initial but deteriorating conditions.
For some analysts, it is difficult to see how Africa can make it into com-
petitive industrialization, and they therefore suggest that it should
concentrate on primary commodity production and exports. While the
need for fuller exploitation of the static comparative advantages in pri-
mary commodities cannot be denied, some analysts argue that the
goals of industrialization are coterminous with the requirements of
long-term development.? The issue therefore is not whether Africa
should industrialize, but how it should start and susfain the process
within the context of a changing global environment. This chapter il-
luminates some of the issues in the design of such a strategic agenda.

The rest of the chapter is organized as follows. The second section
provides an overview of African industrialization policies and perfor-
mance. [n the third section, [ examine the causes of Africa’s stalled in-
dustrialization and the probable lessons from Asia on building sys-
temic competitiveness. The fourth section evaluates the constraints
and opportunities offered by the new waves of globalization, while the
fifth section articulates a framework for an industrialization strategy
and also concludes the chapter.

Africa’s Industrialization Efforts and Performance

Africa’s quest for industrialization has had a checkered history.* The
kinds of industrial policies immediately after independence in the
1960s through the 1970s were largely influenced by the reactions to the
colonial heritage as well as the dominant development paradigm of
the era.

The peculiar colonial legacy in Africa left the continent not only with
the most fragile industrial base but also the weakest social infrastruc-

Ths 15 more so since most of the advantages of outward orientation accrue to trade in man-
vfactures and services.

See Mkandawire {1988) for a detailed review of the evolution and analysis of determinants
of industrialization in sub-Saharan Africa since 1914,
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ture that was not conducive to effective industrial takeoff. The colonies
were safeguarded as protected markets for imperial export of manu-
factures, or as monopsonized sources of raw material. Neither pro-
duction for local markets nor for exports was promoted. The few in-
dustrial activities were monopolized by multinational firms, and the
emergence of domestic entrepreneurship especially in industry and
whelesale trade was stifled through a number of mechanisms. As
Mkandawire (1988, p. 18) summarizes:

We are not referring here to the “poor human resources” constraint rightly
brought out in many “manpower” and “human capital studies” of Afvican
countries but to the class and state structures that made industrialization. no
matter how subjectively willed, so socially “rootless™ in Africa. There was not,
as in India, an incipient indigenous industrial capitalist class that was to ride
on the national wave for its own further accumulation, free of the many colo-
nial shackles that may have impeded its growth. There was no landed aris-
tocracy that, as in Latin America, gradually transformed itself or was force-
fully transformed into a capitalist class or, at least, provided the surphuses for
industrialization. There was no merchant capital that would have been com-
pelled by post-independence policies to enter inte manufacturing.

In addition to the dearth of indigenous capitalist class, the colonial
state deliberately prohibited involvement of indigenous people in in-
dustrial activities. It was little surprise therefore that the struggle for
independence was explicitly linked to the demand for the “right to in-
dustrialize.” Consequently, the postcolonial state focused on industri-
alization not only as a means of economic development but also as a
strategy to alter some of the vestiges of colonialism and ensure in-
digenous participation in the otherwise prohibited areas. Foreign
companies had a virtual monopoly on manufacturing and other in-
dustrial activities, and these were seen as the continuing symbols of
imperialism.

Political independence was thought to be hollow without economic
independence, and this was seen in the context of exercising “greater
contrel” of their national economies and promoting “self-reliance.”
Ostensibly contemptuous (in fact, resentful) of the big multinational
corporations, the nationalistic mood of the time was much more about
ensuring indigenous “participation” in, rather than “efficiency and
competitiveness” of, the enterprises. It was therefore little surprise that
most African countries enacted and implemented various forms of in-
digenization laws—which sought to transfer “ownership and control”
of certain industrial activities to the “indigenes,” as well as prohibit
“foreigners” from certain aspects of economic activity. The extreme
form of this was the mass expulsion of the Astan community from
Uganda in the early 1970s. In other words, the interventions were, un-



282 Charles Chukwuma Soludo

like the Asian model of the time, not motivated by strategic and selec-
tive interventions to acquire technological niches and export competi-
tiveness.> Rather, it was nationalistic desires and exercises in bureau-
cratic experimentation that provided the basis for the industrial
efforts. The nascent state, sornetimes in collaboration with the multi-
national corporations through joint ventures or management con-
tracts, or wholly owned parastatals, pioneered Africa’s industrializa-
tion process.

The major strategy adopted was the ISI strategy. Coincidentally,
the early years of independence (1960-70s) saw an era of the intel-
lectual ascendancy of Keynesianism, including development eco-
nomics as well as the celebration of the benefits of development plan-
ning. Keynesianism provided the justification for government
intervention to correct market failures, while the experience of the
Soviet Union with rapid industrialization under a planned economy
(as well as the lessons of “late industrializers,” which suggest a
prominent role for the state at early stages) acted to promote ISI as
the orthodoxy of the era. In addition to nationalization of multina-
tional companies, the other key elements of this strategy in most of
Africa consisted, to varying degrees, of protectionist trade regimes
which in part were for the infant industry reasons, and a number of
incentives to ensure profitability of investing in industries—directed
credit; low, differentiated, and administered interest rates; tax incen-
tives; import licensing for procurement of equipment and raw mate-
rials; and so forth.

The general thrust (which ironically coincided with the neoclassi-
cal preference) was to promote industrialization “generally” without
attempts to selectively pick winners and strategically direct policies
at them. Given the virtual absence of indigenously owned industries,
and the single-minded focus on “controlling” the existing ones, the
emphasis was primarily on “increasing local ownership and partici-
pation.” Any industry at all, provided that it passed the single crite-
rion of high local ownership and participation, was encouraged. On
this criterion, it would appear that many industrial policies of the
two decades up to the late 1970s were largely successful in many
African countries. What suffered however, were the efficiency, pro-
ductivity, and international competitiveness of such industries. In

¥This point is very critical, especially in the light of the several casual references to the fact
that Africa has implemented the Asian types of interventions and failed. The motivations, ¢ir-
cumstances, and in fact the design of such interventions were dramaticatly different. [n real-
ity, only Mauritius could be said to have implemented the kind of “strategic and selective” in-
terventions of the Asian model, and it has succeeded.
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fairness however, these objectives were not explicitly pursued in
many cases.

For example, there was no explicit emphasis on exports of manufac-
tures, and the firms were not subjected to performance-based criteria
for receiving further incentives and protection. The lack of gradual ex-
posure of the firms to international competition contributed partly to
the low industrial growth and innovation, as well as its feeble struc-
ture. Some analysts argue, however, that unlike the Asian countries
with severe resource constraints, African countries (like their Latin
American counterparts) earned much of their foreign exchange by ex-
porting primary commodities. Thus, the necessity for exporting was
not as urgent and imperative as in the case of the Asians.

The oil price shacks and the bursts in primary commodity exports in
the late 1970s and early 1980s exposed this African neglect as unsus-
tainable. With the benefit of hindsight and lessons from Asia, the past
policies now appear to have been “mistakes.” Unfortunately, it is this
policy framework of the 1960s and 1970s that forms the basis for per-
formance evaluations, and these evaluations are predominantly based
upen a set of objectives that those industrial policies never set out to
achieve.

With the SAPs of the early 1980s came a fundamental change in in-
dustrialization strategy that is rooted in neoliberalism. The initial ex-
treme laissez-faire model of just “getting prices right” has, however,
evolved in the face of scathing criticisms, to the broader “Washington
consensus” as articulated by the World Bank (1991): the “market-
friendly” approach. Under this approach, the presence of market fail-
ures is acknowledged, but most corrective interventions are rejected as
likely to boomerang. In essence, “government failure” dominates mar-
ket failure. “The appropriate role of government is to ensure adequate
investments in people, provide a competitive climate for private en-
terprise, keep the economy open to international trade, and maintain a
stable macroeconomy. Bevond these roles . . . governments are likely to
do more harm than good, unless interventions are market friendly”
(World Bank, 1993, p. 10). Specifically, according to this model, gov-
ernments should: “Iitervene relictantly: Let markets work unless it is
demonstrably better to step in . . . Apply checks and balances: Put inter-
ventions continually to the discipline of the international and domes-

tic markets . . . Intervene openly: Make interventions simple, transpar-
ent, and subject to rules rather than official discretion” {World Bank,
1991, p. 3).

This model of little or no industrial pelicy coheres, under this frame-
work, with the strategy of unilateral, deep, and swift trade policy re-
forms. The bid to produce a “neutral” trade regime also implies the
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Table 1. Regicnal Percentage Shares of Global Manufacturing Production

Region 1970 1980 1990 1995
Industrial countries 38.0 82.8 84.2 80.3
Developing countries, including China 1.0 i7.2 15.8 19.7
Latin Armerica 4.7 6.5 4.6 4.6
Sub-Saharan Africa 0.6 0.5 .4 0.3
North Africa and West Asia ¢.g 1.6 1.8 1%
South Asia 1.2 1.2 1.3 15
£ast and Southeast Asia, including China 4.2 6.8 7.4 111

Source: UNIDO Global Database.

elimination of infant industry protection as a viable strategy of indus-
trialization. This approach to industrialization and growth has been
tried since the early 1980s in most African countries.

After nearly forty years of experimentation with various models of
industrialization, the results are anything but salutary {see the tables
that follow). The share in global manufacturing value added (MVA)
has shrunk from 0.6 percent in 1970 to 0.3 percent in 1995; and growth
of MVA deteriorated from 2 percent in the 1970-80 period to 0.1 per-
cent in 1991-95 (see Tables 1 through 5). Total export growth per capita
deteriorated to -1.6 percent in the 1991-85 period; and manufacturing
employment declined from an average growth rate of about 5.3 per-
cent in 1970-80 to -1.1 in 1985-90. For exports, Table & points to the
rudimentary nature of manufactured exports (accounting for just 18
percent of exports as against 54 percent for other developing regions)
while machinery exports account for a mere 2 percent of total exports.
Table 7 indicates that Africa is the only region where the concentration
of export commodities into primary products has intensified. In Table
8, we observe that aside from a few commodities, Africa has consis-
tently lost market shares in its exports.

Tables 1, 9, and 10 summarize the extent of the de-industrialization
that has taken place both in the context of the regional aggregate rel-
ative to the rest of the world, and in terms of the individual coun-
tries” performance relative to their history. Table 10 particularly com-
pares the manufacturing value added as proportion of GDP in 1980
and 1994, and finds that, for 13 out of 23 countries, there was either
stagnation or de-industrialization. Table 1 confirms de-industrializa-
tion for the aggregate sub-Saharan Africa. Stewart (1991, p. 429} ar-
gues that “indiscriminate import liberalization has been partly re-
sponsible for the observed de-industrialization. Some selective
protection is necessary for the development of industrial capacity.”
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Table 2. Structure of Value Added
{Percent)
Region or Country and Sector 1970 1980 1990 1994
World
Low technology! 57.2 54.9 497 50.t
Machinery, excluding transport equipment 209 22.5 24,2 23.4
Transport equipment 8.3 9.1 100 9.9
Chemicals 11.8 12.0 14.7 15.1
Gther manufacturing 1.8 1.6 1.4 1.4
North America
Low technology 52.2 49.7 47.0 45.8
Machinery, excluding transport equipment 231 258 24.4 251
Transport equipment 101 10.5 1.7 1.8
Chemicals 13.0 12.5 15.4 15.9
Other manufacturing 1.7 1.6 1.4 1.4
Western Eurcpe
Low technology’ 56.3 53.7 49.1 49.6
Machinery, excluding transport equipment 215 230 24.5 23.8
Transport equipment 8.8 9.9 10.2 0.0
Chemicals 124 12.4 15.2 15.7
Cther manufacturing 1.0 1.0 0.9 0.9
Japan
Low technology! 50.0 5.7 429 44.5
Machinery, excluding transport equipment 253 24.7 30.6 28.1
Transport eguipment 9.4 9.5 10.7 10.6
Chemicals 13.7 12.6 14.2 15.2
Other manufacturing 1.6 1.5 1.5 1.6
Latin America and the Caribbean
Low technology! 69.3 66.3 641 63.2
Machinery, excluding transport equipment 10.2 12.0 1.8 1.7
Transport equipment 6.5 6.6 59 6.5
Chemicals 12.6 13.7 17.0 17.4
Other manufacturing 1.3 1.4 1.3 1.2
East Asia and Southeast Asia
Low technelogy! 68.9 64.3 54.8 54.6
Machinery, excluding transport equipment 9.8 14.2 21.0 221
Transport equipment 4.1 5.5 7.9 8.3
Chemicals 14.0 13.2 14.1 133
Other manufacturing 3.2 2.9 2.2 1.7
South Asia
Low technelogy! 66.3 61.8 61.1 52.7
Machinery, excluding transport equiprment 11.6 14.6 13.8 141
Transport equipment 5.7 7.1 8.0 71
Chemicals 15.5 15.8 16.7 20.4
Other manufacturing 0.9 0.6 0.4 0.7
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Table 2 (concluded)

Region or Country and Sector 1970 1980 1990 1994
China
Low technology! 58.6 598 56.3 59.6
Machinery, excluding transport equipment 221 196 20.3 18.6
Transport eguipment 1.8 3.4 4.3 6.5
Chemicals 15.7 15.2 16.8 12.9
Cther manufacturing 1.7 2.1 23 2.4
Sub-Saharan Africa
Low technology! 831 76.3 79.2 80.7
Machinery, excluding transport equipment i3 35 33 2.8
Transport eguipment 2.7 7.9 4.8 4.1
Chemicals 4.1 11.1 1.5 11.2
Other manufacturing 1.9 1.2 1.2 1.2

Source: UNIDO Global Database.

'Low-technology industries are defined as food, beverages, tobacco, textiles, clothing, footwear,
leather products, wood and cork products, furniture, paper and paper products, printing and
publishing, petroleum refineries, coal products, potlery, glass and nonmetallic minerals, iron and
steel, and nonferrous metals and metal products {excluding machinery).

Table 3. Percentage Share of Manufacturing Value Added in GDP

Region or Country 1960 1970 1980 1990
World 29.0 28.3 25.8 23.0
Industrial market economies 28.7 27.9 251 227
Developing countries 20.3 20.2 209 219
MNorth America 27.9 24.8 21.5 18.5
Western Europe 258 30.5 27.1 23.9
Eastern Eurcpe and former U.S.5.R. 42.1 41.3 43.9 36.6
lapan 34.6 360 252 251
Latin America 20.9 237 24.6 231
Tropical Africa 70 1¢.3 161 9.5
North Africa and West Asia 101 12.5 B.2 13.1
Indian Subcontinent 128 12.7 14.3 154
East and Southeast Asia (excluding China) 14.4 19.1 22.9 26.6
China - 384 31.5

Source: UNIDO Clobal Database.
Note: Current prices and dollar exchange rates.



10 » ndustrialization Strategy 287

Table 4. World Percentage Growth Rates of Manufacturing Value Added

Region or Country 1970-80 1980-90 1990-95
North America 213 2.5 ER|
Western Europe 2.6 1.6 0.5
fapan 5.2 58 1.2
Eastern Europe and former U S.S.R. 7.1 1.6 9.5
Latin America and the Caribbean 5.5 0.4 2.0
Sub-Saharan Africa 2.0 25 0.1
North Africa and Western Asia 7.7 55 3.2
South Asia 4.2 6.8 4.5
China 9.4 2.5 154
East and Southeast Asia 11.5 8.5 7.4
DCeveloping countries {including China) 6.9 4.7 6.5
World EX 29 1.9

Source: UNIDC Global Database.
Note: 1990 dollars.

Ndlovu (1996, p. 138) traces the de-industrialization and disinvest-
ment to the SAPs:

Much of the decline occurred in the 1990s, when gconomic environments
had heen aliered significantly by the impact of structural adjustment. Bennell
found that between 1989 and 1994 over half of British manufacturing firms
based in anglophone Africa disinvested on account of shortage of foreign ex-
change, massive currency devaluations and low profitability. Underlying rea-
sons given for disinvestment were “stalled industrialization in Africa” and, in-
terestingly, the SAPs. The countries most affected are Kenya, Nigeria and
Zimbabwe, where 63 percent of equity investment was located. In all, the 14
countries affected account for 54.6 percent of sub-Saharan Africa’s popula-
tion and have been the origin of 38.6 percent of the region's manufacturing
value added.

More fundamentally, the trade reforms have been shown to be in-
compatible with the goals of balance of payments and fiscal viability.
Trade reforms have been frequently reversed to the point that, except
for the few cases heavily buoyed by aid inflows, almost all the other
liberalization schemes can be said to be unsustainable. Evidently, de-
spite the various policies, Africa remains the world’s only region still
awaiting an industrial revolution.
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Table 5. Percentage Growth Rates and Shares of

Manufacturing Value Added

Region 1980-95 1995-2000  2000-05
Regional growth rates of MVA
Industrial market economies 1.5 2.0 2.0
Eastern Europe and C.1.5. -9.6 1.3 1.9
Developing countries 6.5 6.9 7.8
Latin America 2.0 2.7 2.8
Tropical Africa 0.1 33 3.5
North Africa and West Asia 3.2 5.4 5.7
Indian Subcontinent 4.5 4.8 5.0
Easl and Southeast Asia including, China 10.7 9.2 9.9
world 1.9 3.0 3.4
Shares in global MVAT
Industrial countries 77.5 737 68.5
Eastern Eurepe and C.I.5. 28 2.6 24
Developing countries 19.7 23.7 291
Latin America 4.6 4.6 4.4
Tropical Africa 0.3 0.3 03
North Abrica and West Asia 1.9 2.2 2.4
indian Subcontinent 1.5 1.6 1.7
East and Southeast Asia, including China 11.1 14.8 20.0
Shares of MVA in GDP
Industrial countries 22.5 22.2 21.6
Eastern Europe and C.1.5. 34.0 336 335
Developing countries 23.6 257 28.5
Latin America 22.0 21.8 21.6
Tropical Africa 2.5 10.1 10.8
Naorth Africa and West Asia 14.2 15.7 17.6
Indian Subcontinent 15.5 15.7 159
East and Southeast Asia, including China 3.7 343 369
world 229 231 23.4

Source: UNIDO Clobal Database,

Naote: "MVA" 15 manufacturing value added. “C.1.5." is Commonwealth of Independent States.

‘In the final year of the period.

The Low Level of Industrialization
and Lessons on Competitiveness

Industrial Stagnation

It must be stressed at the outset that references to such aggregates as
“Africa” or even sub-Saharan Africa can be somewhat misleading.
Africa is a highly differentiated aggregate, and care must be taken to
underscore the substantial differences across countries and subre-
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Table 7. Measures of the Concentration of Exports: African Countries
Compared with Other Country Groups

Share of
Three Largest Product Product
Products in Total  Diversification Concentration
Exports {percent) Index Index
Country Group 1962-64 1991-93 1962-64 1991-93 1962-64 1991-93
Africa
MNorth Africa 63.0 68.7 0.74 0.73 G.44 (.43
Sub-Saharan Africa 36.5 62.3 0.71 Q.77 .20 0.49
Low-income
countries 39.2 62.9 0.72 8.79 .22 .50
Middle-income
countries 4319 743 0.76 0.80 .24 0.60
Low-income Asia 0.4 34.5 .61 0.53 0.17 0.20
Middle-income Asia 8.5 30.8 0.74 0.44 0.21 0.15
Middie East g2.0 91.0 (.84 0.84 0.82 0.79
High-income non-OECD 41.0 40.8 {.68 0.49 0.25 0.22
Latin America and
the Caribbean 38.9 23.8 .62 0.40 0.22 0.13
QECD 128 231 .17 .14 0.05 011

Source: Computed from United Nations Series D Trade Records.
MNote: "OECD” is Organization for Economic Cooperation and Development,

gions. For example, in terms of industrial development, we can clas-
sify the countries in two categories: countries with fairly developed in-
dustrial structure {only five countries are in this group, with manufac-
turing sectors accounting for more than 20 percent of GDF), and those
at the pre-industrial stage of development.® Clearly, more than 85 per-
cent of Africa has rudimentary industrial base (of less than 20 percent
of GDP). This figure masks the fact of the infinitesimal manufactures

#(1} Of 35 African countries for which data are available in the Werld Development indicators
1397, only five countries have a manufacturing share in excess of 20 percent of GDP (Burkina
Faso, with an industry share of 27 percent and a manufacturing share of 21 percent; Mauritius,
with an industry share of 33 percent and a manufacturing share of 23 percent; South Africa,
with 31 percent for industry and 24 percent for manufacturing; Zambia, with 40 percent for in-
dustry and 30 percent for manufacturing; and Zimbabwe, with 36 percent for indusiry and 30
percent for manufacturing). {2} Out of the remaining 30 African countries, another five could
be considered as marginal cases with a manufacturing share between 18-20 percent of GDIX
Three of these five have a share of 18 percent of GDP for manufacturing {Cote d'lvoire,
Lesotho, and Malawi), while two have a manufacturing share of 19 percent (Morocco and
Tunisia). The share of the industrial sector in these countries varies from a high of 56 percent
for Lesotho to a low of 20 percent for Céte d'Ivoire. (3) For the remaining 25 countries in the
sample, the share of manufacturing varies between a low of only 3 percent of GDP {Angola,
Ethiopia, and Rwanda) to a high of 16 percent in Chad (with Egypt’s manufacturing share
being 15 percent of GDP).
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Table 9. Industry in Africa

Manufacturing Value Added

MVA per Person

Country 1970 1994 Growth, 1984-94 1970° 19941
Angola 2,365 326 -9.2 423 3]
Benin 122 180 58 45 34
Botswana 25 175 6.5 39 123
Burkina Faso 155 287 2.0 28 29
Burundi 40 167 2.4 (R} 27
Camercon 444 1,437 1.0 67 125
Central African Republic 94 166 —4.2 26 27
Congo 112 2090 -23 B9 87
Céte d'lvoire &77 1,141 -30 123 84
Ethiopia 178 385 23 6 7
Gabon 2B& 722 -G.1 566 517
Ghana 644 582 54 74 34
Guinea 47 122 7.3 12 18
Kenya 208 976 46 18 36
Lesotho 8 95 10.6 8 44
Liberia 50 61 -28 35 21
Madagascar 278 268 1.4 41 19
Malawi 8% 267 1.2 19 25
Mali 58 227 4.0 11 22
Mauritania 45 160 6.9 36 6%
Mauritius 105 667 99 127 504
Mozambique 606 477 4.7 65 27
Namibia 109 142 1.4 137 95
Niger 109 184 3.4 2% 21
Nigeria 457 1,559 2.7 8 16
Reunion 102 313 4.0 221 486
Rwanda 153 132 -7.0 41 17
Senegal 374 766 21 S0 35
Sierra Leone 43 a5 2.7 16 19
Somalia 27 42 34 4] 5
South Africa 13,511 22,657 -0.1 602 559
Sudan 408 453 -0.5 30 17
Tanzania 76 167 2.2 6 4
Togo 159 87 -33 79 21
Uganda 276 259 9.0 28 13
Zaire 70 35 -4.3 4 0.8
Zambia 508 856 1.4 121 93
Zimbabwe 644 1,313 2.6 122 119
Total {including others) 23,563 39,106 2.0¢ 392 322

Source: UNIDO Giobal Database.
Note: "MVA" is manufacturing value added.
*Millions of dollars, 10 1990 prices.

2Excluding South Africa.
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Table 10. Changing Percentage Share of Manufacturing Value Added in
Gross Domestic Product in Sub-Saharan Africa, Selected Countries

Country 1980 1994 Change, 1980-94
Céte d'lvoire 15 26 +11
South Africa 23 23 —
Zambia 18 23 +5
Mauritits 15 22 +7
Zimbabwe 25 20 -5
Chad 17 16 =i
Malawi 12 14 +2
Senegal 15 14 -1
Burundi 7 12 +5
Cameroon 8 12 +4
Kenya 13 11 -2
Maii 4 g +5
Togo g g +1
Tanizania 11 8 -3
Ghana 8 8 —
Niger 3 7 +2
Nigeria 8 7 -1
Guinea-Bissau 21 7 -14
Uganda 4 7 +3
Botswana 4 4 —
Ethiopia 6 3 -3
Rwanda 17 3 -14
Sterra Lecone 6 2 —4

Source: World Bank {1996},

exports of the region and the fact that these exports are still in the ex-
tremely low technology, mostly semiprocessed, light consumer goods.
For more than 85 percent of African countries, therefore, competitive
industrialization is a process that is yet to begin. Why is this so?
Explaining Africa’s failed industrialization is coterminous with ex-
planations for the observed growth tragedy. We do not rehearse the fa-
miliar debate here.” The old acrimonious debate has increasingly given

?Accerding fo the neoliberal framewerk that underpins SAF, the chief culprit is the poor
macroeconomic envirenment that is hostile to competition and profitable enterprise {macro-
economic instability and inflation; exchange rate overvaluation and velatility; protective trade
regimes; and so forth. While this school of thought believes other factors could be important,
it lays overarching emphasis on “getting prices right.” Once the markets are liberalized under
a sound macroeconemic envirenment, competition would be unleashed and enterprise and in-
dustrialization should boom. Conversely, the adherents of “industrial policy” point to the
plethora of structural, capacity, and institutional constraints that prevent profitable and com-
petitive industrialization.
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way to some convergence of views regarding the importance of the
major aspects of both kinds of explanations. Controversies persist,
however, about the relative weights to be attached to the factors and,
more s0, about the sequencing of the necessary reforms. [ argue that
while the key elements of a stable macroeconomic environment are
necessary, they are by no means sufficient. For effective supply re-
sponse in terms of rapid and competitive industrialization, the other
supply side context of the macroeconomic environment is critical. 1
therefore postulate that the stalled industrialization of most of Africa
can be explained by such factors as the initial conditions and, infra-
structural, capacity, and institutional constraints, as well as by other
factors (domestic and external) that impinge upon the functioning of
the various markets, small econemies, technological base, export ca-
pacity and market access, and so forth.

An example of poor initial conditions is the lack of appropriate so-
ciopolitical environment for the flourishing of private enterprise and
growth, Collier and Guillaumont {1996) provide an interesting typology
of African countries on the basis of their location within the spectrum of
the prerequisites for growth. Focusing on the low-income countries
{below $1,000 per capita), they filter the countries through a series of
three conditions considered necessary foundations for growth: a mini-
mal degree of social stability, 2 minimal degree of macroeconomic sta-
bility, and a minimal degree of allocative efficiency. The idea is that
these form a hierarchy of preconditions for growth: without a minimum
of social stability, there is little point worrving about macroeconomic
stability. Alse, if adequate soctal order is guaranteed but there is macro-
economic chaos, there is little point in worrying about allocative effi-
ciency. Consequently, low-income Africa is divided into four categories.
First are economies without peace. Six countries fell into this category:
Angola, Burundi, Liberia, Rwanda, Semalia, and Sudan® National ac-
counts statistics are unreliable or unavailable for most of them. How-
ever, these countries account for some 61 million {11 percent) of the pop-
ulation in sub-Saharan Africa. Second are economies without a
minimum adequate macroeconomic environment. The following 13
African countries, which satisfied the conditions of minimum social
order, failed to meet the minimum macroeconromic stability: Comoros,
Democratic Republic of the Congo {formerly Zaire), Equatorial Guinea,
Ghana, Madagascar, Malawi, Mozambique, Niger, Nigeria, Sao Tomé

¥This categorization was done in 1996, With the recent election in Liberia, peace is expected
to return to the country. However, some other countries have quickly taken its place: Sterra
Leone and the Republic of Congo.
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and Principe, Tanzania, Togo, and Zambia. With 240 million people, this
group covers some 46 percent of the sub-Saharan African population.
Economic statistics are also unreliable in most of these countries. Third
are eccnomies without a minimum adequate resource allocation envi-
renment. The following countries satisfied the first two conditions but
failed on the allocative efficiency criterion: Cameroon, Chad, Congo, Er-
itrea, Guinea, Kenya, Lesotho, and Zimbabwe. This group has a com-
bined pepulation of 6% million people, or 12 percent of the sub-Saharan
African population. Fourth are the countries whose governments were
supplying at least modest levels of social order, macroeconomic order,
and resource allocation. They include Benin, Burkina Faso, Cape Verde,
Cote d’lvoire, Ethiopia, the Gambia, Guinea-Bissau, Mali, Mauritania,
Senegal, and Uganda. Thus, according to this classification, only about
23 percent of the sub-Saharan African population lives in countries with
a minimally adequate environment for growth. The emphasis is on the
word “minimally,” and some of them could not be said to have basic
growth-friendly policies. For example, as the authors observe, “Ethiopia
has yet to get in place even elementary property rights: it is not yet pos-
sible to purchase land on which to build a factory, and the financial sys-
tem is rudimentary, until 1995 there being a monopoly state commercial
bank. Indeed, none of the countries actually rates high across the board
on macroeconomic and rescurce allocation policies.” On the basis of sta-
tistics up to 1996, the authors make the following inference about the
growth performance of the different groups (Collier and Guillaumont,
1896): for countries with an inadequate social order, with 11 percent of
the population, per capita GDP growth was —4.0 percent in 1990-94; for
countries with inadequate macro policies, with 46 percent of the popu-
lation, growth was -1.3 percent in 1992-94; for countries with an inade-
quate resource allocation, with 12 percent of the population, growth
was -2.8 percent in 1992-%4; for countries with a minimally adequate
environment, with 23 percent of the population, growth was +6.2 per-
cent in 1995; and for countries that were already middle income, with 8
percent of the population, data were not available,

Evidently, only 23 percent of Africa’s low-income population lives in
countries with a minimally adequate environment for growth, while
more than 85 percent of the countries have rudimentary industrial in-
frastructure, In other words, without a minimally adequate environ-
ment, discussions about industrial restructuring and the competitive-
ness of manufactures become sterile. In such circumstances, it is
difficult for private investment te flourish, or for government attempts
at creating industrial infrastructure to succeed. Since more than 70 per-
cent of Africa had existed in environments without such minimum
conditions, it is little surprise that industrialization has yet to take root.
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Another aspect of the initial conditions is the fact that the environ-
ment in most of Africa has been atypically hostile to private invest-
ment. Industrialization is about investment, and investment is about
balancing risks and returns. New investment theories {investment
under uncertainties and irreversibility of fixed investment) provide in-
sights into why Africans and fereigners choose not to invest in Africa.
On a risk-return analysis, Africa is rated as the worst in the world.
From the risk rating index used by institutional investors, Africa is
rated as the most risky region in the world, and its position even dete-
riorated during the 1980s from 31.8 in 1979 to 21.7 in 1995. Risk in this
sense is related to a gamut of indexes ranging from political instability,
volatile macroeconemic environment, civil strife, and natural disas-
ters, lack of effective mechanisms for enforcement of contracts, and so
forth (see Table 11). For foreign investors, risk is the most important
impediment to investment. For example, a survey of 225 investors
identified fear of political instability as the most important of ten con-
straints (Blakey, 1994). The World Bank’s (1994b) survey of about 150
firms in East Africa found several deterrents to investment, including:
political and economic policy uncertainty, the lack of currency con-
vertibility, poor infrastructure and regulation, rudimentary financial
and business services, breaches of contract, and high taxation. The risk
of policy reversal was ranked as the most important deterrent. Other
deterrents cited in the empirical literature include endemic corruption,
the uncertain reputation of governments due to a finite possibility of
policy reversal, and the illiquidity of firms’ fixed assets (which is at-
tributed both to the breakdown of the private audit profession in ver-
ifying firms’ accounts and to the failure of the civil legal system to es-
tablish and enforce legal title). In essence, poor institutions interact
with velatile policy and political environments to heighten the riski-
ness of African environments. It is little wonder, then, that relative to
other regions, capital flight is very pervasive, thereby denying the re-
gion of the scarce investible resources that could potentially make the
difference in its quest for industrial diversification (see Tables 11 and
12 for the incidence of capital flight).

These basic elements of risk interact with the poor provision of
public infrastructure, complex regulatory environment, high taxation
on capital, corruption, and so forth to make investments in Africa
highly unprofitable relative to the rest of the world. Where public in-
frastructure is scanty, unreliable, and very costly, firms often have to
accommodate these through private provisions. For example, more
than 80 percent of firms in Nigeria have to provide their own elec-
tricity generators, dig their own boreholes for water, buy poles and
wires to extend telephones to factory sites, and sometimes have to



299

10 e Industrialization Strategy

*s101e21pul A21j0d JIWIOUOII0IDRW 3Y] JO S|IAJ| PIOYSIY] J[QRUILISAS LWIOLJ SIWIOINO JO UONEIASP PapIs-3uo 3ay) Aq parxoid s

SISLID JILIOU0J30IDBW JO 3INseaws 3y | "ales abueydxa [eas ay) pue ‘ajes uonepul 3yl ‘4Qo 01 WIYIP JUNOIIE JUALIND JO Okl 3Y) ‘'d@D 01 WP dHqnd jo ones ays jo
SUONEBIARP pIepUR]S 3Y) JO Wins pa1ybiam Ajlenba ay) se pauyap asnseaw sod xa ue si AJRejoA Adjod [edURUKOIdRW JO XIPUI §,[2GQIH-IIWYIS pue Imepeq|3 ;310N
(£661) MUeSSIN :92IN0S

SL'S oLl T e s (1523 3|PPIN pue BIUR3DQ) JAYO
00'tL T €0 £E°0 90 swdojaaaq pue uonesadoo)
J1Wwou033 Joj uoneziuebiQ
o'y 0c 950 $S°0 €20 eisy yinos
06t 8L 950 $S°0 €L0 eisy 1se3
0/'¢ 0¢ L'l 69°L 4Nt ueaqque) pue eduRwWY unel
$9°S 06 29°'L vLL So'L edlly ueseyes-qns
680961 06-0861 v6-6.L61 60961 60961 unbay
‘xapu| ALGIT ‘9o jo aberiuddsad se ‘xapuj bBuney xysiy ‘xapuf sisu)  ‘xapuj AWjIIejoA
1AD #2035 14614 jeade)  Jojsaaup jpuonnyIsul DIWOUOIIOHEBK  |RIDUBUIODRIN

suo1bay piiom soley 104 sa0jedipuy ysiy a1ebaibby || ajqel



300 Charles Chukwuma Solude

Table 12. Capital Flight Stock as a Ratio of Selected Variables

Ratio of Flight Estimated Value  Ratio of External Debt
Capital Stock of Capital Flight Stock to Capital Flight
to 1991 GDP Stock for 1991 Stock, 1991

Country {Percent} {Billions of U.S. dollars) {Percent)

Sudan 2990 48.02 31.70

Egypt 250 119.20 27.71

Gabon 230 11.70 38.06

Nigeria 160 50.10 66.95

Uganda 130 10.52 26.40

Source: Computed from data in Claessens and Maude {(1993) and World Bank (1997},

Note: Stock of capital flight covered the 1981-91 period anly. This grassly underestimates the cap-
ital flight from a country such as Nigeria, where the bulk of the flight is estimated to have taken place
during the oil boom pericd of the 1970s,

construct access roads to their factory sites. Investors in most African
countries have to go through a hell of complicated procedures and
red tape of paperwork to register companies. Endemic corruption,
which means that investors have to bribe their way through every-
thing, including installing electric generators, constitutes a high level
of taxation on investment. Just the hassles of setting up and running
businesses in several African countries are enough to discourage the
most ardent investor.

As the new investment theories would predict, private investors
have reacted to the hostile and uncertain environment in certain ratio-
nal ways. First, the option value of waiting increases, and it is little sur-
prise that capital flight is pervasive. Second, agents have structured
the composition of their domestic investment to emphasize mostly re-
versible and safe investments that have self-insurance characters.
Agents systematically choose safe and liquid assets over less liquid
ones. [t is no surprise, therefore, that many African countries have be-
come nations of traders, with the distributive trade sector booming at
the expense of the preductive (industrial} sector This environment
also has implications for the flow of FDI. When citizens do not have
the confidence to invest in their own countries, foreigners have little
metivation to be adventurous. This explains why most of the FDI
flows to Africa have concentrated in the mining (extractive) sectors.

Tangential to the above is the nature of defective or missing mar-
kets and the implication for adjustment costs and supply response.
The free trade argument is predicated on efficiently functioning mar-
kets, with very little adjustment costs and free mobility of productive
resources. Evidently, environments characterized by structural and
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price rigidities, factor immobility, wage rigidity, defective money and
capital markets, and so forth can greatly reduce the speed and nature
of supply response.

Interlinked with the poor infrastructural base and defective or miss-
ing markets is the atypically peoor institutional capacity of the state to
manage the economy—including industrialization. This is com-
pounded by the atypically low levels of educational attainment and
skills development, as well as the small but nascent entrepreneurial
class with requisite capital. Africa is the most illiterate region, and one
where the critica} technical and managerial skills for the operations of
modern industry are in most acute short supply. This is exacerbated by
the massive brain drain that is complicated by declining investment in
education and soft infrastructure in terms of institutions—capital and
money markets, audit and accounting standards and facilities; en-
forcement of contracts; transparent and efficient bureaucracy that re-
duces the cost of doing business; institutions for business-government
dialogue and understanding; and so forth. In this environment, it is
not conceivable how merely “getting prices right” through some trade
reforms or just macroeconomic stability can elicit sustainable and com-
petitive industrialization.

In addition, export-oriented industrialization requires the building
of export competence. Penetrating and sustaining positions in export
markets require a level of productivity and managerial and technical
skills that is lacking in most sub-Saharan African countries. It is there-
fore conceivable that part of the observed sluggish export response can
be attributed to the weak technological capability and lack of export
competence, as well as the daunting infrastructural costs of exporting.
Several African countries are landlocked, and access to cheap sea
transport is a tall dream. Even for countries with easy access to the sea-
ports, all studies show that Africa faces the highest transport and
telecommunication costs in the world. For example, Yeats and others
(1997, p. 17} note that:

In 1990,/91 Sub-Saharan Africa’s net freight and insurance payments were
about $3.9 billion, or roughly 15 percent of the value of the region’s exports,
compared with 11 percent in 1970 . . . Individual country statistics, however,
show wide variations. Net transport and insurance payments absorbed more
than 25 percent of the value of exports for a third of African countries and
exceeded 70 percent for Somalia and U'ganda. Net payments averaged 42
percentage points for the landlocked African countries—almost 25 percent-
age points higher than the average for other African countries. The implica-
tion is that a large share of Africa’s foreign exchange earnings that might oth-
erwise be used for productive capacity-building investments is being used to
pay for international transport costs.
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Finally, there are a number of other constraints, stemming from both
the region’s initial conditions and the altered global environment, that
obstruct Africa’s industrial development (see Box 1).

Box 1 points to the magnitude of the challenges facing African in-
dustrialization efforts. We would return to the implications of these for
the design of an effective strategy. Before then, we examine the nature
of the consensus about the requirements for industrial competitiveness
in developing countries.

Systemic Competitiveness and Lessons from Asia

Even though several of the above challenges might be peculiar,
Africa’s state of underindustrialization is not unique. Several countries
have passed through similar phases, and some others in other regions
are in an identical situation. There are thus some accumulated experi-
ences on how some countries have managed to leapfrog the process,
and achieved miraculous industrial transformation. Some East and
Southeast Asian countries provide examples of such bold testimonials.
Three key aspects of the emerging lessons within the context of the
current global environment are the importance of building market-
friendly, systemic competitiveness; the active role of the government
in creating dynamic comparative advantages; and the need to acquire
technological competence.

“Competitiveness” is a word whose meaning in the context of in-
dustrialization is replete with controversy. However, the World Com-
petitiveness Report (1994) defines it as “the ability of a country or a com-
pany to, proportionally, generate more wealth than its competitors in
world markets.” Thus, to be globally competitive “is the combination
of a country’s assets, either inherited (for example, natural resources)
or created {for example, infrastructure), and the processes (for exam-
ple, manufacturing) that transform them into economic results, and
which meet with the test of the international market {internationaliza-
tion).” Achieving national competitiveness requires systermnic competi-
tiveness in the sense of a framework for the interaction of the state and
societal factors in creating the conditions for successful industrial de-
velopment and thus national competitiveness.’® This framework is

*Controversies abound, not only about the meaning, measurement, and key characteristics
of competitiveness, but also about the extent of application of the term. Some leading econo-
mists argue that nations do not compete, because they do not go out of business . . . they have
no well-defined bottorn line.

WSee Altenburg. and others (1997), and Kurozumi (1995} for detailed discussions of the ele-
ments and ramifications of systemic competitiveness. Much of the discussion here benefits
from these.



10 » Industrialization Strategy 303

Box 1. Obstacles to Successful Industrialization
in Low-Income Africa

The countries in low-income Africa face several obstacles to successful

liberalization.

® Their comparative advantage lies chiefly in low labor costs (some-
times also relatively low raw materials and energy costs). These
“lower-order” comparative advantages are increasingly less impor-
tant in global competition today.

® Their main competitive strengths are in precisely those industries
where demand growth is slowest and where international competi-
tion, especially from low-cost Asian suppliers, is increasingly intense.

¢ They are not part of any cluster; there is no Japan, Hong Kong, or Sin-
gapore to undertake FDI on the scale witnessed in East or Southeast
Asia.

¢ They are at a serious disadvantage with respect to infrastructural
costs, especially transport.

¢ They are at the bottom of the global league in terms of industrial so-
phistication and technology.

* The private sector is very weak in Africa, dominated by a relatively
small number of major multinationals at one extreme and by a mass
of small and microenterprises at the other, the “middle”—made up of
medium-sized indigenous firms—is missing.

* The technological terms of trade have moved against late starters. The
admission fee for the acquisition of new technology has risen, both in
money terms and—more important—in terms of the skills needed by
operators, technicians, and managers.

¢ The increasing importance of labor quality in the attraction of FDI
counts against Africa when firms consider offshore investment in
manufacturing,.

¢ The region has become excessively and unsustainably dependent on
external support, including foreign technology and expatriate skills.

Source: UNIDO (1996), p. 122.

predicated on the assumption that competitive advantages only par-
tially emerge due to the invisible hand of the market, and are to a sig-
nificant extent being created by deliberate, collective actions.

Lessons of experience show that the sterile debate about state versus
markets in industrial development is misplaced. Both have played sig-
nificant roles in the success stories. The secret of success lies in finding
the optimal balance between intervention—formulation and imple-
mentation of targeted policies to stimulate and shape industrial devel-
opment—and market forces. Finding such a balance is not easy and re-
mains the key challenge of industrial development in developing
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countries. The key elements of the market-state balance involve analy-
sis and actions at four key levels: meta, macro, meso, and micro {see
Altenburg and others, 1997, pp. 5-22).

Meta level: This refers to the nature of the control and governance ca-
pacity of government and cellective problem-solving arrangements.
Systemic competitiveness cannot happen without social transforma-
tion and social integration. This is more so in the context of the weak
markets, weak firms, and weak states that characterize many develop-
ing countries. In some countries, this has further deteriorated due to
SAP, and failure to establish regulatory and governance capacities
(government reform, formation of complex linkages between strategic
actors) and the requisite social structures. The governance structure
should produce a basic consensus on the necessity of industrial devel-
cpment and integration into the global system.

If fundamental differences exist on these issues, macro and meso
policies designed to support industry will be erratic, and firms will de-
velop a defensive posture to be able to react quickly to changes in the
rules of the game. Thus some of the major elements of this level in-
clude the development-oriented pattern of politico-economic organi-
zation, the ability to formulate strategies and policies, learning- and
change-friendly value attitudes, and social cohesion.

Macro level: This requires an enabling and well-functioning macro-
economic environment: developed and well functioning factor, goods,
and capital markets, as well as a stable and predictable macroeco-
nomic framework. This should include a realistic exchange rate policy
and a general trade policy regime that stimulates local industry. Gen-
erally, it is almost impossible for firms to become globally competitive
when the national macroeconomic environment facing them is not
competitive.

Meso level: This refers to specific policies and institutions targeted to
shape industries and their environment. In the current world order, it
is no longer only individual firms that compete with each other but in-
dustrial clusters, groups of firms organized in networks, whose dy-
namic development depends on the potential of the particular loca-
tion, in other words continuous and close contact with research and
development facilities, technology formation and dissemination insti-
tutions, universities, training institutions, finance institutions, export
information, and other institutions. There are increasing demands on
the local, regional, and national levels to create and support a business-
friendly environment, and this applies to demands on business associ-
ations and other nongovernmental actors as well as to demands on
government at all these levels. The key point hers, is that in the highly
competitive world trading system, national and regional governments
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are under pressure to devise institutions to nurture and promote the
competitiveness of the industrial clusters and groups of firms.

Thus a major aim of meso policies is to create specific locational ad-
vantages. This, among other things, requires actions on the following:
(1) technology (contract research, technolegy extension, consultancy,
business associations, universities, selectivity, and networking); {2) ed-
ucation and training {public and private institutions, technical orienta-
tion and specialization); {3} finance (investment credit, working capi-
tal, equity, insurance, export finance, patience, and risk-friendly
disposition); (4) infrastructure (rail, road, water, air transport, harbors,
telecommunication, energy, and so forth}; {5} exports {foreign market
information, design, trade insurance, and trading companies—special-
ization and close links to private business); and (6) environment {su-
pervision, pressure, support, and so forth).

Furthermore, two key aspects of the mesolevel task with the central
government pertain to large-scale technology initiatives and the for-
mulation of an overall long-term strategy. Competitive advantage is
increasingly less a function of cost or price and more one of quality,
style, design, and timely and after-sales service. For many developing
countries, acquiring the necessary competence and sustaining techno-
logical upgrading in these areas requires interactions between the var-
ious actors.

Micra level: Industrial development requires capable and competi-
tive firms, and networks of firms with strong externalities. To be com-
petitive, firms have to optimize on cost-efficiency, quality, variety, and
responsiveness to changes in demand and new opportunities,

The above levels of analysis and requirements for systemic com-
petitiveness can be regarded as a model of industrialization. The four
key elements are interrelated, and emphasize the kind of strategic
partnership that should exist between business and government.
Most advanced industrial couniries have passed through such
phases, and continue to deepen the interactions. The mest recent ex-
amples of the pavoffs of such strategic process is the East and South-
east Aslan experience.

Despite the continuing controversies about the interpretations of
some aspects of the experience and the relative weights to be attached
to the critical factors, there is a broad consensus that the four elements
discussed above played important roles. It is generally agreed that
there is no unique Asian model as the detailed strategies differed from
country to country. However, certain broad elements characterize
much of the experience. The first key element in all the success stories
of Asia is the ability to articulate and pursue a strategic long-term vi-
siont of industrialization and eccnomic transformation. UNCTAD
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(1996, pp. 11-12) summarizes four other major elements of the strategy,
as follows:

First, policies and institutions were developed to promote profit-
investment nexus, which entailed three activities. (1} A stable political
environment and pre-investment macroeconomic policies were fostered
to sustain the investors’ confidence. (2) Both general and specific invest-
ment incentives were provided through measures to create artificially
high profits. This was achieved in two ways. First, a range of fiscal in-
struments was used to supplement corporate profits and to encourage
their retention to accelerate capital accumulation; tax exemptions and
special depreciation allowances were applied both in general and to tar-
geted industries. Second, a set of trade, financial, and competition poli-
cies was used to create “rents” that boosted corporate profits and thus
provided investable resources available to corporations. Such policies
included a mix of selective trade protection, controls over interest rates
and credit allocation, and various strategies to manage competition.
{3) Entrepreneurs were disciplined by closing off channels for unpro-
ductive investments and capital flight, and restricting luxury consump-
tion. Consumpticn was restricted directly through curbs on the import-
ing and domestic production of luxury consumption goods, and
indirectly through high taxation and restrictions on consumer credits.

Second, an export-investment nexus was promoted by (1} initially
promoting traditional exports {primary commodities and labor-inten-
sive industries) to maximize foreign exchange receipts to buy capital
goods that embody more advanced technologies; (2) promoting more
demanding industries identified on a number of criteria (for example,
productivity growth potential, conformity with domestic technologi-
cal capabilities, demand prospects) through the creation, manipula-
tion, and timely destruction of rents; and (3) upgrading through
strategic integration with the international economy, using the disci-
plinary power of international markets alongside measures of export
promotion, and using FDI selectively and strategically to access more
advanced technologies abroad.

Third, a strong government-business network was created by (1)
promoting an independent economic bureaucracy, including a net-
work of agencies at the sectoral level; and (2) establishing strong links
between industrial firms and the financial sector in ways to promote
productive investment.

Fourth, the danger of marginalization was addressed by (1) sup-
porting small-scale producers both in the rural and industrial sectors
through targeted public investment, subsidized credit, and appropri-
ate advisory services; and (2) supporting upgrading by linking small
producers to large firms and public research institutes.
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One striking feature of the Asian experience is the successful inter-
action between the state and the private sector, and more so the inge-
nuity of the state in creating the institutions (meta and meso level) for
industrialization. Both the nature of this strategic partnership between
the state and the private sector, as well as the kinds of interventions,
raise important questions about the replicability of such an experience
in the African context. This concern is ostensibly because of the weak
state-weak private sector situation that characterizes most of Africa,
and the changed rules of the game under the WTO and deepening
globalization. An unresolved question is the nature of industrializa-
tion strategy that Africa should adopt in the light of its own initial con-
ditions and the realities of the global setting.

Globalization and Industrialization

“Globalization” is the new buzzword that both describes the break-
neck technological changes and rapid market integration, as well as
prescribes the set of homogenous (neoliberal) policies toward which all
countries are expected to converge. [t captures the increasing harmo-
nization of national policies regarding trade, investment, industrializa-
tion, and competition, and related issues, especially under the aegis of
the multilateral institutions—particularly the WTO. In the light of the
extension of issues beyond trade into other areas such as intellectual
property, investment and investment measures, agreements on ser-
vices, communications, information technology, and the environment,
the WTO's scope for affecting national policies extend beyond trade.
Accession to the WTO has profound implications for the strategy of in-
dustrialization as it presents both opportunities and constraints.

In the area of industrialization, two key provisions of the WTO rules
with near-term implications are the phasing out of the MFAs on cloth-
ing and textiles over 10 years and tariff cuts. Tariffication of NTBs and
lowering of tariffs are the hallmarks of the new regime. For developing
countries in particular, average tariffs will be cut by about a fifth, and
this agreement on tariff binding will mean that developing-country
imports of products subject to bound tariffs (that is, that cannot be
raised) will increase from 25 percent to 75 percent of their total imports.

Two other aspects of the Uruguay Round-WTO rules that would af-
fect industry are trade-related investment measures (TRIMs) and
trade-related intellectual property rights (TRIPS). Under TRIMs, de-
veloping countries are required to abolish local content requirements
and trade balancing tests within five years (least developed countries
have seven years to do so). The TRIPs are designed to protect intellec-
tual property (currently owned mainly by the OECD firms). This elim-
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inates the prospects of copy-technology (reverse engineering), and
forces potential users of foreign technelogy into licensing agreements
and royalty payments. This has some adverse consequences for tech-
nological upgrading and adaptation.

On the benefits side, market access is expected to improve signifi-
cantly, and there is an insurance policy against future barriers to the
export markets. Beneficiaries of some aspects of the Uruguay Round
will be the exporters of leather, rubber, footwear, and travel goods (all
of whom will enjoy tariff reductions) and exporters of tanned leather,
wood and paper products, and yarns or jute (who gain from the re-
duction in tariff escalation).

However, even though market access might improve, the general-
ized system of MFN status and trends in regionalism are likely to re-
duce the preferences enjoyed by African countries under the Lomé
convention and concessions for the least-developed countries under
the WTO. As the OECD-based regional blocs extend preferences to one
another, any potential preferential and differential treatments granted
to the least-developed countries are likely to be eroded. Since the least-
developed countries are unlikely to compete on equal footing with the
OECD economies, the objective of the WTO in granting them prefer-
ential treatments is defeated by regionalism.

In other words, the new global environment and the rules of opera-
tion have significantly altered. As UNCTAD (1996, p. 25) observes:

It is undeniable that the global economy is currently going through signifi-
cant changes. The new trading regime under the WTO has reduced the
scope for using some measures which call for trade-related subsidies, lax en-
forcement of intellectual property rights, and strategic conditions impaosed
on foreign invesuments, which were integral parts of the East Asian develop-
ment strategy. Certainly, the more generalized proteciion which provided a
backdrop fur 1argeted paolicies in East Asia is no longer possible, and many ot
the export promotion policies no longer appear permissible, It may also be
true that the changes will reduce the scope for policy maneuver for the de-
veloping countries which wish to pursue a strategy involving vigorous infant
industry protection and export subsidies.

The situation may not be as hopeless as depicted above (see Soludo,
1997b). Even though the WTO has tried to provide a homogenous set
of multilateral obligations, it has also made some “differential and
preferential” provisions for the “least-developed countries” as listed in
Annex VII to the Agreement on Subsidies and Countervailing Mea-
sures. The major threat to the effective deployment of these provisions
is the intra-OECD preferential treatments under regionalism as dis-
cussed earlier. But there is still some room to maneuver. For example,
the infant industry protection can creatively be deployed by develop-
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ing countries meeting the balance of payments criteria, although the
“Understanding” relating to this Article strongly discourages resort to
quantitative measures and also provides for stricter muitilateral sur-
veillance. To the extent that tariffs remain unbound or bound at ceil-
ings above currently applied rates, countries can creatively deploy the
provision for infant industry protection. Furthermore, the Agreement
on Subsidies and Countervailing Measures contains some of the most
favorable provisions on differential and more favorable treatment,
some of which have no precise time limits. The least-developed coun-
tries and other 20 countries with per capita GDP of less than $1,000 are
exempt from the prohibition of export subsidies as long as they remain
in these categories and do not exceed certain thresholds based on
shares of world markets for products benefiting from export subsidies.
In summary, although the changing international environment could
constrain the freedom to conduct East-Asian-style interventionist poli-
cies, “There is considerable scope for maneuver, if countries skillfully
use various ‘permissible’ subsidies, balance of payments clauses, non-
trade-related policy measures, and are more creative in interpreting
the new international trading rules” (UNCTAD, 199, p. 29).

The major conclusion from the foregoing is that though their scope
and pervasiveness have diminished, strategic and selective policies
can still be implemented, albeit under different modalities/instru-
ments and changing circumstances. Also, it seems fairly intuitive from
the discussions above regarding the plethora of market failures, the
disadvantages of late starters, the structure of African industry, and
peculiar geographic and structural constraints, that some selective, tar-
geted policies are still necessary (despite globalization). This point is
evident also from the discussions on the requirements for systemic
competitiveness above. The major challenge pertains to the specific na-
ture of such policies, and whether or how African countries can effec-
tively design and implement them.

Designing an Industrialization Strategy in the
New World Order

The Framework

What is evident from our discussions so far is that industrialization
strategy in the years ahead cannot be business as usual. Neither the ex-
treme statist model of the orthodox ISI nor the laissez-faire model
under SAP will do. An appropriate model, especially for the least-
developed countries of Africa, must be of the eclectic, middle-of-the-
road kind in which the actors (state and private sectors) strategically
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cooperate to achieve a well-defined national industrialization vision.
Experience teaches that dynamic comparative advantages are not des-
tiny; rather, they are the products of deliberate creations by societal
forces. As we noted in the review of the model of systemic competi-
tiveness and also from the latest rediscovery of the state by the World
Bank (1997), it is evident that, without an active state working in
strategic partnership with the private sector to create and maintain
such advantages, they would not happen. A viable blueprint to create
and sustain such dynamic comparative advantages and international
competitiveness would, among other things, require policies to build
and liberalize markets, tackle various facets of market failures, provide
critical public goods, and address major capacity and institutional con-
straints that would not only guarantee property rights and enforce-
ment of contracts but also eliminate the myriad regulatory nightmares
that increase the hassle effects of productive investment and enter-
prise. Details of the policy areas would depend on each country’s ini-
tial conditions, time horizon, and capacity.

It is easter to agree on the long-term goal of rapid structural trans-
formation, diversification into manufactures, and achieving and sus-
taining industrial competitiveness. For individual countries, such a
goal might be translated into quantitative targets, for example, the al-
teration of the composition of exports so that manufactures account
for, say, 60 percent by the year 2020. The harder job is the design of ef-
fective strategy to attain the goal. Effective design of a blueprint must
take full cognition of the differentiation in Africa. As indicated above,
African countries differ significantly with respect to several key initial
conditions that would make a one-shoe-fits-all strategy inappropriate.
For example, the first question policymakers face is whether to
deepen efforts at fullest exploitation of the static comparative advan-
tages in the primary sector or to become more ambitious in terms of
diversification.!! For some analysts, sub-5aharan Africa should pur-
sue a systematic process of industrial and technological upgrading—
initially emphasizing industries that maximize the exploitation of the
region’s comparative advantages in agriculture and agro-allied in-
dustries and over time upgrade to medium-scale and perhaps ulti-

"Currently, sub-Saharan Africa’s competitive advantage is restricted to resource-based ac-
tivities, oil, energy, mining, agriculture, and processing industries, with tight primary sector
linkages such as food processing and minerals, Jow-wage labor, and tourism. Should countries
risk the deepening of their vulnerability by specializing in natural-resource processing, or
should they venture inte high-technology, skiil-intenrsive manufacturing? Giobal competitive-
ness in manufactures is about skills, and this is where Africa {with the exception of South
Africal is grossly deficient.
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mately (long-run} venture into high-technology, capital-intensive
manufactures. This is a matter for individual countries to decide
upon, depending on their initial conditions. Some countries
(Botswana, Céte d'Ivoire, Ghana, Kenya, Mauritius, Nigeria, South
Africa, Zimbabwe, and others) can afford to be more adventurous in
their bid to develop intc best practices, networking, and targeting
globally competitive small and medium-sized enterprises. For some
others, the key challenge might lie in creating the enabling environ-
ment for even the most basic micro and small enterprises to take root.
Once the long-term national vision {and perhaps also the sequencing
and phasing of the process) is articulated, the next task is that of de-
vising detailed strategies to accomplish it.

Elements of the Strategy

The elements of any country’s strategy must be rooted in its initial
conditions and circumscribed by the globalizing process. Very broadly,
UNIDO (1996} has summarized some of the useful lessons for devel-
oping countries {see Box 2).

Box 2 is a useful template, which could be elaborated on or modified
to suit individual countries. For the specific case of low-income (pre-
industrial} sub-Saharan African countries, we elaborate on several
major elements: reorientation to a private-sector-led industrialization
strategy and role of the state; appropriate trade policy for industrial-
ization and the role of the international donor community.

Private Sector Investment

A major development experience is that, though the state can do
much to create and foster systemic competitiveness, it is ultimately
firms that compete in the global arena. Four key ingredients for suc-
cessful industrialization include competent firms with a strategic vi-
sion, a demanding domestic market, highly capable supporting indus-
tries, and a well-developed environment of specific supporting
institutions (Altenburg, and others, 1997, p. 9). Emphasis is laid on “ca-
pable” firms, which arise in an environment that promotes private in-
vestment and profitable enterprise.

Rodrik {1995} has shown that the Asian miracle was predicated es-
sentially on governments’ ability to “engineer a significant increase in
the private return to capital. They did so not only by removing a num-
ber of impediments to investment and establishing a sound invest-
ment climate, but more importantly by alleviating a coordination fail-
ure which had blocked economic take-off.” Rodrik observes, however,
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Box 2. Elements of the Emerging Consensus on Strategy for
Industrialization in the Least-Developed Countries

There is an emerging consensus on the strategy for industrialization that
the least-developed countries need to follow. The elements of the grow-
ing consensus include the following:

* Because there is no single East Asian model to emulate and no firm
consensus on precisely what form of intervention will optimize
growth in developing countries, and especially least-developed coun-
tries, industrial policy is best viewed as a menu of options. The range
of choice open to governments is narrowing as globalization takes
hold because although globalization does not eliminate the need for
industrial policy, it limits the options.

¢ The shift in strategy on the part of the East Asian newly industrialized

economies themselves, partly in response to the forces of globaliza-

tion but also reflecting the evolution of industrial policy, suggests that
developing countries have more to learn from the recent experience of

Southeast Asian economies (Indonesia, Malaysia, and Thailand) than

the four original newly industrialized economies.

One of the most important lessons of East Asian experience is that in-

tervention worked where it was carried out in close coordination with

the private sector. Industrial policy responded to the problems and
needs of private enterprise rather than seeking to impose elaborate
schemes according to the dictates of grandiose national plans.

Ultimately, competitiveness succeeds or fails at the enterprise rather

than the national level. Governments must create an enabling envi-

ronment for business and investment, but the choices of what to make
and sell, and how and where to do it, must be left to entrepreneurs.

* There is broad agreement on the need for some selective, targeted in-
terventions and on the importance of outward-oriented strategies,
whereby a country’s manufacturing sector is driven by the discipline
of market competition.

* Where selective interventions are used, these must be closely coordi-
nated and integrated. Uncoordinated intervention in factor markets
without appropriate measures in product markets will be ineffective
or even counterproductive.

* Because resources are limited, only a few activities should be sup-

ported at any one time. Targeting is crucial.

Incremental measures and modest technological advances are prefer-

able. Learning is cumulative, and intervention must support activities

that have a base in existing skills.

that “for economies at the other end of the spectrum—Ilacking both
skilled labor and capital—the coordination issue is moot because the
modern sector is not viable in the first instance.” Most sub-Saharan
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¢ The more prosperous the developing country, the greater the range of
choice. Least-developed countries in tiny markets, with weak infra-
structures and a poor skills and technology base, have little option
but to focus on simple, consumer-based industries, initially at least.
Given their small markets, their prospects for attracting major FDI
inflows (other than into natural resource industries) are poor. For
such states the option of shutting out technology and FDI has no ad-
vantage, and they may need to concentrate on fostering labor-inten-
sive operations and on developing an export-platform strategy, as in
Mauritius.

Technological upgrading and human capital investment are crucial to
competitiveness beyond the year 2000. There is a clear role for the
state—and for UNIDO and other international agencies—in both
fields.

Domestic rivalry is a prerequisite for competitiveness.

Clusters and industrial districts have an important role in the devel-
opment of globally competitive small and medium-sized enterprises.
Incentives are more likely to succeed than sanctions. Efforts to con-
strain FDI or limit technology imports run the risk of deterring in-
vestment altogether.

SAPs should include a specific strategy for manufacturing. The ex-
pectation that manufacturing will blossom in the absence of a coher-
ent strategy has not been borne out by African experience.

Global competitiveness is two-tier in nature, requiring a blend of na-
tional (comparative) advantage and enterprise-driven, strategic ad-
vantage. Industry-level competitiveness in global markets invariably
depends on a combination of the two. Even in globalized industries—
and not all industries are global—the home base, and with it national
economic policy, is of major importance. Industrial development can-
not be imposed from abroad; indigenous industry capability and pro-
ductive systems are crucial for long-term industrialization. The home
base shapes a company’s capacity to innovate rapidly in technology
and methods and to do so in proper directions. It is the place from
which competitive advantage ultimately emanates and from which it
must be sustained.

Source: UNIDO (1996).

African countries fall under this second category, and therefore have
not reached the threshold required fo trigger a profitable investment
boom. Evident from discussions of reasons for industrial stagnation 15
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the fact that critical preconditions for industrial takeoff {physical, skill,
and institutional mechanisms) are lacking,.

Therefore, the first order of business for a majority of countries is to
take immediate action to lay the foundations for private investment to
thrive and flourish by investing in education and training, especially
with respect to science, engineering, and management; provision of
basic infrastructure (including the privatization or commercialization
of telecommunications and utilities companies); the creation or
strengthening of the financial system to finance investment in indus-
try; and promotion of technological learning, acquisition, and adapta-
tion/innevation. “The need for ‘critical mass’ is paramount—progress
must be made on several fronts simultaneously. Policymakers must
tackle trade, fiscal policy, law and order, transparency and account-
ability, infrastructure, human resource development, privatization,
agricultural development and industry strategy. Progress on one or
two fronts alone is insufficient” (UNIDQ, 1996, p. 130).

A strategy to tackle the supply-side constraints might be to resusci-
tate or create the industrial banks, the import-export banks, and insur-
ance companies. These could be charged with responsibility of financ-
ing investment in industrial restructuring, technological upgrading,
investments in risky or high-cost projects, extension of credit to indus-
trialists at concessional interest rates (with an incentive system that de-
mands accountability and performance), export subsidies, and/or ex-
port promotion measures. The major principle here is that urgent
actions are needed to restructure the factor and product markets, and
the credit and capital markets are central to any such transformation.
More broadly, the financial sector needs to be strengthened to effec-
tively maintain the fine balance between necessary risk-taking and
prudent management of shareholders’ and depositors’ assets. Trade
and industrial courts could also be established for dispute arbitration
and adjudication over contracts and other industrial matters.

The role of the state should be circumscribed by the requirements to
build and strengthen the private sector. To address the issue of the
state capability requires honest and serious actions to redress the myr-
lad institutional weaknesses. The World Bank (1997) identifies three
conditions that must be present before active state intervention can en-
hance market operations: “First, and perhaps most important, compa-
nies and officials need to be working on a basis of mutual trust . . . Sec-
ond, initiatives to promote industrial development must be kept
honest through competitive market pressures . . . Third, a country’s
strategy for industrial development has to be guided by its evolving
comparative advantage.” While the third might be controversial, the
first two are not. The first requires ingenuity in creating government-
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private sector partnerships that involve credible government commit-
ment to involve the private sector in industrial policy design and im-
plementation. Indeed, according to Altenburg and others (1997, pp.
21-22), the two most important “preconditions for a dynamic indus-
trial development process are: first, the key actors in a society (politi-
cal-administrative system, private sector, trade unions, other parts of
civil society} need to share a clear development commitment. Second,
there must be a clear consensus about the desirability of an industrial
development process (rather than, for instance, a predominant view
that the nation’s vocation is rather exploitation of natural resources).”

These conditions presuppose the existence of a capable state and a
strong private sector. However, aside from a few countries that can be
characterized as having both a strong state and a strong private sector,
others mostly have one or the other of the three typologies of strong state
and weak private sector, weak state and strong private sector, or weak
state and weak private sector. Therefore, what makes strategic industrial
policies more circumscribed in most of Africa is the unique paradox that,
whereas in other regions, the bourgeoisie created the state or collaborated
with it, in most of Africa the same poor, and weak states are expected to
create and nurture the capitalist class. Evans (1992} has described the
kind of institution that propelled the Asian interventionist policies as
“embedded autonomy,” in which the Weberian bureaucracy interacted
actively with private sector (capitalists) to realize the national objectives.
Such kinds of interactions requires not only a relatively developed capi-
talist class but also that they are dominated by “indigenous” capitalists
with whom the state can work in pursuit of “national interests.” Creating
and empowering such a class in much of Africa with diminishing re-
sources, and even more in the context of the WTO and globalization, pose
monumental challenges. Furthermore, in some African countries, gov-
ernments see the emerging capitalist class as potential competitors for
power and influence and thus do everything to obstruct them. With the
sense of rivalry and mistrust rather than partnership, the private agents
have often reacted by keeping the bulk of their wealth abroad or in lig-
uid assets. Such an environment is hardly conducive for effective design
and implementation of industrial policy. Creating trust and partnership
takes time and effort, and governments must lead the way.

State capacity is not destiny, and ultimatelv there is no detour around
the issue of having a capable and visicnary state. While conscious ef-
forts have to be taken to strengthen state capacity to engineer long-term
competitiveness, in the short to medium terrms, a weak state should rec-
ognize its shortcomings and emphasize effectiveness in the delivery of
a modest menu of services. Furthermore, some states with some mod-
est capacity should seek to strengthen or create relevant agencies to de-
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sign and coordinate the implementation of industrial policies. Many
countries have ministries of trade and industry, with several other ac-
tivities that impinge on policy implementation dispersed among a mul-
tiplicity of other agencies. A task force on industrial competitiveness
could, for example, be created and located within the presidency to co-
ordinate the activities of the numerous agencies and report directly to
the president on regular basis. A key goal of the coordination is to en-
sure transparency, ease of doing business, and effective implementa-
tion. Continuing dialogue and exchange between the organized private
sector and the agency should be the hallmark of the efforts.

Finally, building market shares and achieving dynamic comparative
advantage requires climbing up the technological ladder and shifting
from inherited or endowed comparative advantage to dynamic or cre-
ated advantage. Technological learning and upgrading are critical here.
Path dependency in technological learning implies that an enterprise’s
ability to learn depends on its past learning. Accumulated capabilities
therefore significantly influence not just the cost of today’s learning but
also whether new learning is possible at all. Here, state actions and poli-
cies in helping firms break out of the vicious circle of poor initial condi-
tions and thus perpetuation of low-technolegy equilibrium are critical.

Appropriate Trade Policy Stance

The choice of an appropriate trade policy regime that is consistent
with the stage of, and requirements for, industrialization in Africa is a
contentious one. Broad consensus exists however about the need for
cutward-orientation {as opposed to earlier model of ISI). Conse-
quently, there is increasingly a convergence of views about the imper-
atives of a competitive exchange rate regime, export promotion mea-
sures, tariffication of nontariff barriers, and simplification of the tariff
structure. Controversy persists about the magnitude, speed, and se-
quencing of import liberalization. The debate is mostly about whether
the nascent industries need any protection, and the consistency of high
import tariffs with the requirements for export promotion.

On the need for trade protection, it should be stressed that the infant-
industry arguments continue to be valid, and even the special provi-
sions of the Uruguay Round for the least-developed countries recog-
nize these. As some World Bank economists (see Biggs and Srivastava,
1996, p. 25) suggest, “regarding trade policy, there is no a priori reason
why Africa should not benefit from some form of infant industry pro-
tection to promote learning in domestic firms, as has been evident in
the cases of most successful developers in this century.” Ndulu and van
de Walle (1996, p. 21) corroborate this by noting that “given various dis-
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advantages and constraints facing private investors, states probably
need to implement targeted policies to favor key sectors, subsidize the
acquisition of needed technologies and skills in the working-age popu-
lation, or to protect infant industries judiciously and encourage small
and medium enterprises.” In other words, “there are .. . some problems
which might be lessened by proactive, industry-level policies” {Biggs
and Srivastava, 1996). For late starters, there is hardly any way to start
and become competitive without some form of initial protection.

The emerging consensus on trade reform favors a more graduated
approach to liberalization, which usually starts with a tariffication of
all trade restrictions, and then followed by the lowering and simplifi-
cation of tariffs. On the speed of rationalization and lowering of tariffs,
it is reasonable to suggest that such speed would depend on each
country’s initial conditions and the response of its export sector. In-
dustrial and technological restructuring and upgrading are slow and
risky, and require some learning and adjustment costs. Thus, the speed
of liberalization should be consistent with the learning and adjustment
costs that are required. Williamson (1995, pp. 3—4) corroborates this,
and in fact, argues that export-orientation and import substitution can
or should cohere:

It would be wrong to see export expansion and import substitution as mutu-

allv exclusive, but exports drive the process; that is the essence of what is

meant by exportled growth . Note that 1 do not include general import lib-
eralization (as opposed 1o giving access al world prices to the imported inputs

needed lor export production) as a prerequisite for export promotion, .. . 1

favor instead & policy of liberalizing imports gradually as the balance of pav-

ments sicvation provides scope for doing so, but preannouncing one's inten-
uons 5o as 1o discourage new investinent in import substitution industries
that depend upan protection w be profitable.

Thus, there is a sequencing process that runs from export promotion
to import liberalization (a reversal of the sequence that the anti-export
bias literature proposes). In foreign-exchange-constrained economies,
exports provide the critical means with which to purchase increased
imports made available through trade liberalization. Therefore, a good
export performance (to earn foreign exchange) is critical to sustaining
import liberalization. In the light of this, some scholars argue that in
countries with clearly defined development strategies and adequate
capacity to implement them, appropriate export promotion measures
can be used to ensure outward-orientation before a full-scale import
liberalization. In other words, the experience of de-industrialization
and the payments-incompatibility that have accompanied all the non-
aid-driven reforms caution on the need for adequate preparations {in
terms of supply-side measures and institutional arrangements to elicit
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desired expori-supply response) to be made before embarking on full
liberalization.

Export promotion should also entail selective import liberalization,
emphasizing first a tariff structure that allows manufacturers of export
goods to have access to inputs at world prices. Second, tariffs on light
consumer goods—which form the foundation of initial industrial in-
frastructure—should be higher (but with a target of its gradual,
phased liberalization over time). In other words, the key lesson of eco-
nomic history that no industrial country attained international com-
petitiveness without some form of protection is still valid. The experi-
ences of Argentina, Brazil, South Africa, Zimbabwe, the East Asian
economies, and to some extent Mauritius, bear out this principle. In
many of the more successful exporters following liberalization, eco-
nomic history teaches us that most of the firms and industries that
were able to compete and export in the international market matured
during the previous 15] phase.

More fundamentally, countries should be wary about appropriate
administration, monitoring, and enforcement of the strategic policies.
First, governments must design institutional mechanisms to prevent
the implementation process from being subject to capture by special
interests and ridden with corruption. Second, the principle of ISI
should be taken with care, especially for very small economies where
the constraints of minimum efficient plant size prevents the exploita-
tion of economies of scale and division of labor. Third, care must be
taken to ensure that protection does not lead to infant industries that
never attain adulthood. It is therefore necessary to get the incentive
structure right, and aggressively promote competition. Complemen-
tary policies are needed to build up and strengthen factor, product,
and capital markets, and to develop active technology policy. These
considerations make the aggressive pursuit of export orientation a
desideratum for sustainable industrial takeoff. It is this combination
of aggressive export promotion with selective and gradual import lib-
eralization that was the winning strategy of the East Asian tigers. The
ISI failed in Africa and most of Latin America because of the lack of
compensating pressures to encourage efficiency and international
competitiveness.

Regional Integration

Modern industry is large scale and needs a certain minimum scale
of operations for maximum efficiency. Clearly, the national markets of
most African countries are too narrow to provide adequate incentives
for large-scale industries. In this circumstance, industrial productivity
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is likely to be low in each individual country and, given the implied
higher costs of production, such industries are likely to seek and ob-
tain a high level of protection to stay in business. The danger here is to
have protected inefficiency within small, self-contained markets. Re-
strictive economic nationalism is therefore unlikely to provide a last-
ing, long-term solution to the “small country” problem, and confer
benefits of large-scale production and dynamic efficiency.

This limitation of the national markets, and recognition of the con-
straints of the international trading regime, have encouraged increas-
ing regionalism among developing countries. In Africa, despite the re-
sults of empirical research that question the usefulness of regional
integration, it is still high on the agenda of African states. A regionally
protected market is believed to circumvent the constraints of narrow
national markets, and would also make it possible (1) for countries to
use existing agricultural and industrial capacities more fully in sup-
plying one ancther’s needs; (2) for new investment to take place in in-
dustries that would not be viable if confined to individual national
markets; and (3) for both old and new industries to reduce costs
through economies of scale and specialization (Dell, 1991, pp. 98-99}.
Regionalism in this case could serve as an important learning ground
where regional firms compete freely and mature, and ultimately be-
come competitive globally. Even within the region, there are still con-
flicts between nationalistic considerations {to protect home industries
and extract government revenues) and the goal of allowing regional
firms a free reign of competition to mature. How far individual coun-
tries are willing to realize the professed goals of regional integration
remains to be seen. But it is difficult to see how significant industrial
activities can take place in many countries or even attract FDI without
the promise of the regional markets. For countries that resist regional-
ism on account of the implied short-run costs, the issue is not whether
or not it is costly. It is rather a case of integrating now and incurring
some costs or integrating later and incurring even more costs. Beside
the issue of economies of scale in production, regional integration pro-
vides a framework to strengthen the bargaining power of African
countries vis-a-vis other regional blocs in North America, Europe, and
Asia.

The International Community

Africa, with its dominantly pre-industrial stage of development,
faces monumental challenges in its bid to join the rest of the industri-
alized world. Our analysis so far places the bulk of the adjustments
and reforms at the doorsteps of the individual African countries them-
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Box 3. Required OECD Actions to Level Global Trading Field
for Africa

For the countries of Africa to have a level playing field in global trading,

the OECD needs to take the following actions:

* Regional arrangements, like the EU or NAFTA, provide industrial

countries trade preferences to each other’s markets and discriminate

against African and other developing countries. Policy initiatives are
needed to, at least, place the latter on an equal basis with OECD mem-
bers in these arrangements. Some labor intensive products like tex-
tiles, clothing, and footwear played a key role in the early stages of the
newly industrialized countries’ transformation, and have a similar
potential for Africa. Where they are now excluded (as in United

States) these goods should be incorporated into existing GSP

schemes—particularly so since intra-OECD preferences in regional

free trade areas may severely disadvantage these exports.

Since African exports are highly concentrated in primary commodi-

ties, there is a strong interest in utilizing natural-resource-based in-

dustrialization strategies for their industrialization. Where further
processing is suitable for developing countries, OECD preferences
should be extended to all stages of a processing chain. Also, an accel-
erated phase-in of OECD Uruguay Round tariff cuts should be
adopted on products of export interest to Africa. This could assist

Africa in gaining additional experience in potentially important mar-

kets (such as those for textiles and clothing), which will come under

increased competitive pressure due to the MFA phaseout.

* Ceilings and quotas should be eliminated from industrial-country
preference schemes to be made consistent with unrestricted intra-
OECD preferences extended under FTAs, Ceilings considerably re-
duce the potential worth of the GSP to African countries since, aside
from their trade effects, they also introduce further uncertainty re-
garding the operation of the system (that is, African exporters may
not know whether a shipment will qualify for GSP treatment until

selves. However, several constraints emanate from the distorted na-
ture of the global playing field. As part of the leveling of the playing
field, the international community, especially under the auspices of
UNCTAD, UNIDO, and WTO, should mobilize international support
for eliminating the obstacles that impede Africa’s integration into the
global system. Two key elements should characterize the compact with
the international community: trade and the mobilization of donor re-
sources toward infrastructural development.

With regard to trade, Sachs (1996, p. 21) proposes a simple but ef-
fective solution: “The biggest source of support from donor nations
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its arrival in the import market). It is also being alleged that ceilings
are sometimes set below minimum efficient plant size. This negates
the intended trade and investment increasing incentives of the
preferences.

Some OECD policy initiatives are required to alleviate Africa’s trans-
port problems:

e Technical assistance: International shipping has undergone a major
transformation in which procedures for cargo utilization, port opera-
tions, and related logistical functions have evolved into highly com-
plex operations, requiring a considerable degree of technical exper-
tise. Since most African countries have limited access to such
expertise, technical assistance programs (such as those provided by
UNCTAD and the World Bank) should be expanded and also ex-
tended to related activities (such as customs clearance procedures)
that impinge on the efficiency of international transport operations.

* Finance and development: Due to insufficient attention and funds,
many African countries’ fleets, ports, and connecting inland transport
infrastructure have deteriorated, or have become technologically out-
moded. OECD countries should sponsor a comprehensive survey and
report on Sub-Saharan Africa’s transport problems along with policy
proposals for their alleviation. Given the small size of many African
countries, and its influence on cargo volumes and the utilization of ef-
ficient transport technologies, further attention should be given to the
development of regional ports and required inland infrastructure.

The situation of landlocked African countries needs special attention

given the major problems these countries face in crossing their neigh-

bor’s territories. A major effort should attempt to identify the special
trade problems of the landlocked African countries and formulate
policy suggestions for their reduction.

would also be the cheapest. America, Europe and Japan should
launch a ‘New Compact for Africa,’ guaranteeing open markets for
African exports and committing themselves to help reintegrate Africa
into the world economy The commitment would help prove to both
sides that the long period of economic marginalization is over, and
would energize both African nations and the West to overcome the
practical obstacles to a new dawn of rapid growth throughout
Africa.” Furthermore, Yeats and others (1997) articulate a number of
other proposals for actions by the OECD to level the plaving field (see
Buox 3).
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The actions on infrastructural development do not necessarily re-
quire additional funds. They may need a redirection of existing re-
source flows. For example, foreign technical assistance costs some
$4 billion annually. This amount could go a long way to finance the
building and retention of critical skills on the continent, as well as pro-
vide some basic infrastructure. A redirection of donor funds from bal-
ance of payments purposes to project lending would provide the
needed boost for the industrial restructuring.

Conclusions

As the world’s last frontier, still awaiting an industrial revolution,
Africa faces unique historical challenges. It would be the only region
in history that is expected to industrialize and compete but without
benefit of much of the preferential and differential treatment that ear-
lier industrializers enjoyed. Clearly, policy options and directions can-
not be business as usual. Competition is the only game in town. How
countries, as well as groups of countries, brace themselves for this
game will largely determine the prospects into the twenty-first cen-
tury. While the private sector is clearly going to be the flagship of such
a new era, much ingenuity in policy design, strategic interactions be-
tween state and society, as well as a redefined compact with the inter-
national community, would be required. Africa’s industrialization is a
desideratum and a collective responsibility, but one for which Africans
themselves must take the driver’s seat and be prepared to think and
do things differently and effectively.
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Part I

Regional Integration in Africa






Regional Integration: Lessons from Asia ‘I ‘I
and the Western Hemisphere

Gary Hufbauer and Barbara Kotschwar

The 1990s appear to be the decade of the regional trade arrange-
ment. From North to South and from West to East, a large number of
regional trade arrangements have blossomed and existing arrange-
ments have revived, some deepening their commitments, others ex-
panding their membership. The European Union has moved to a com-
mon market and is on the road toward monetary union. The United
States, which has modified its strict multilateralist stance, has entered
into a free trade agreement with its twe North American neighbors. In
Latin America, a “new generation” of regional agreements has aban-
doned the inward-looking policies that prevailed in the 1960s and
1970s and have adopted more outward-looking principles for regional
integration.

The most integrated economic region in the world is Europe, where
in 1993 the Maastricht Treaty converted the European Community into
the European Union. Since then, the EU has enlarged its membership
from 12 to 15 countries and has taken significant steps toward achiev-
ing monetary union by 1999. Regionalism has been resurrected in
Latin America, as intraregional trade has grown rapidly over the past
half-decade. Many existing, but until recently dormant, trade group-
ings have modernized their goals and structure, and a number of new
agreements have surfaced. If bilateral FTAs are included, there are
now at least 23 regional trading arrangements in the Western Hemi-
sphere alone, with several new ones being negotiated even now. The
Asia-Pacific region includes a number of preferential trade arrange-
ments, both ameng the Asian countries, such as ASEAN and the Aus-
tralia-New Zealand Closer Economic Relations Trade Agreement
(ANZCERTA), and broader initiatives such as the APEC, which in-
cludes four American members. Africa has a long history of preferen-
tial regional arrangements, and lately there has been a resurgence of
interest in revitalizing these initiatives.

The views expressed in this chapter are those of the authors and are not intended to repre-
sent those of their respective organizations.

327



328 Gary Hufbauer and Barbara Kotschwar

Various reasons exist for this trend toward regional integration. Pop-
ularly cited factors spurring the development of regional initiatives are
the impatience with the slow completion of the Uruguay Round, re-
sponses in other regions to the European initiative, and the external ex-
tension of countries’ internal liberalization programs.

For developing countries, regional arrangements can serve as a
means to further their economic liberalization programs, and to work
toward greater outward orientation, in preparation for their integra-
tion into the global economy. If effected in a manner that reduces bar-
riers and liberalizes trade among members, they can also serve as a
mechanism to lock in domestically implemented liberalization mea-
sures. And, important, regional integration initiatives can help to spur
foreign direct investment by providing a more stable and attractive cli-
mate for investors. If trade liberalization is a bicycle, then regional
arrangements can be seen as one of the many gears furthering the
progress of its motion.! Thomas and Nash call regional agreements a
“halfway house on the path leading to the full benefits of trade liber-
alization and wider markets” (1991, p. 191).

Economic rationales for expanding trade relations start regionally
with the efficiency argument: when producers are able to specialize in
the goods that they can produce most cheaply, the economy gains. Sec-
ond, economies of scale that cannot be achieved in the domestic max-
ket can often be reached in a larger regional market. Third, regional in-
tegration can provide learning and benefits of competition among
generally high-cost producers at a safer level than in the wide open
world. The gains from trade creation are assumed to be larger the
greater the reduction in tariffs and NTBs among members and the
more members differ with respect to resource endowment. The bene-
fits from integrating regionally answer some of the major problems
that some developing countries have faced in their efforts to integrate
into the world trading system. Generally small commodity exporters,
these countries have experienced difficulties gaining access to all in-
puts necessary to the production process, often for lack of funds and
financing, but also due to the costs of transporting the required re-
sources. They have been unable to secure sufficient domestic and in-
ternational markets for their manufactured goods—and have been un-
able to take up either heavy or light industrial preduction, as much
equipment is designed for larger-scale production than the domestic
market would suppeort.

1This analogy was made by Douglas Worth at a European Institute seminar, building on
C. Fred Bergsten's bicycle theory.
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In step with the growth of new regional arrangements has been a
growth in the body of literature addressing the subject. Many articles
and books have been penned asking whether regional arrangements
are good or bad, trade creating or trade diverting, building blocks or
stumbling blocks.2 This matter has been sufficiently discussed else-
where, and we will not enter the debate. Rather, we will follow the lead
of Paul Krugman and take as our point of departure the fact that re-
gional arrangements exist and are here to stay. They exist among in-
dustrial countries, among developing countries, and among countries
at differing levels of development. In this chapter, we will set out some
simple but important observations derived from the regional experi-
ences in Asia and the Western Hemisphere that may serve as lessons for
countries considering the formation of a regional trade arrangement in
the current international environment. So, herewith, we offer an 11-step
program for countries seeking successful regional integration,

Need for Vision

First, 20/20 vision from the top is important. Leaders must embrace
a big vision. To succeed, the commitment to regional integration must
come from the top and must be clear. Many regional initiatives have
faltered, or have simply not been implemented, due to a lack of polit-
ical commitment to do so. If the political will is absent, the regional ini-
tiative will likely fail. In order to succeed, regional integration should
be a firm component of the domestic liberalization agenda of the par-
ticipating countries. To communicate this commitment, heads of state
must convey a grand vision of regional integration, setting forth strong
goals and firm deadlines. Unambiguous commitment to the goal of a
regional integration arrangement from the highest political level is a
must. Heads of state should issue a joint political declaration to this ef-
fect, including a clearly worded statement of goals and a deadline for
compliance with the goal. This deadline should be within the possible
time horizon of participants, not so far into the future that the admin-
istrations issuing the declaration are sure to be long gone.

To set the process in motion, negotiators must then focus on the tim-
ing and phasing of the implementation, without losing sight of the vi-
sion. While these timetables should be flexible enough to adjust in
times of stress (e.g., the EU in 1992}, negotiators and politicians should
make every attempt to keep the process on track. For example, in the
case of Mercosur, the political commitment to implementing the com-

Sumymaries of this literature include Winters (1996) and de Melo and Panagariya (1993).
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mon external tariff (CET} on January 1, 1995, forced the countries to
harmonize, to a large extent, their tariffs, and to eliminate quotas and
supplementary trade taxes before that date. While some exceptions to
the CET have been made, this has largely been a result of consultations
among the members, rather than through unilateral actions. The CET
has survived a number of fiscal crises in the member economies, largely
due to the strong political commitments of the member countries.

Two recent initiatives, the Asia Pacific Economic Cooperation forum
{ATPEC) and the Free Trade Area of the Americas (FTAA) have relied
on a timetable of high-level meetings to keep the process moving. The
APEC Bogor declaration sets out the goals of the initiative: to “com-
plete the achievement of our goal of free and open trade and invest-
ment in the Asia-Pacific . . . no later than the year 2010 and developing
economies no later than the year 2020” (APEC, 1994). The 2020 vision
strains the credibility of many observers, since it is so distant. How-
ever, this distant goal is kept aloft by annual meetings of the economic
leaders of the member countries: in Seattle in 1993, in Bogor, Indone-
sia, in 1994, in Osaka in 1995, in Subic Bay, Philippines, in 1996, and in
Vancouver in November 1997, Ministers have met to discuss a range of
issues, ranging from globalization to the environment to finance to
transportation infrastructure. Ten working groups and experts groups
were created to foster cooperation within APEC on issues such as trade
promotion, trade and investment data, industrial science and technol-
ogy, telecommunications, and fisheries.

In the Western Hemisphere, the FTAA process was launched at the
Miami Summit of the Americas in December 1994. The heads of state
and government of 34 countries in the Americas pledged to "begin im-
mediately to construct the Free Trade Area of the Americas, in which
barriers to trade and investment will be progressively eliminated.”
They resolved to “conclude the negotiation of the Free Trade Area of
the Americas no later than 2005,” with concrete progress toward the at-
tainment of this objective by the year 2000 (Summit of the Americas,
1994). Heads of state and government next met at the Second Summit
of the Americas in Santiago de Chile in April 1998 and agreed to
launch negotiations. The negotiations are scheduled to conclude at a
summit in 2002 or 2003 in Canada.

The first stage of the FTAA has been devoted to preparing for the ne-
gotiations. This preparatory process has comprised ministerial and
vice ministerial meetings, as well as meetings of 12 working groups,
and an intensive information-gathering effort. So far, four annual
meetings of ministers of trade have been held—in Denver, in Carta-
gena, Colombia, in Belo Horizonte, Brazil, and in San José, Costa Rica.
The vice ministers of trade have acted as a preparatory committee, co-
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ordinating the work of 12 working groups, and serving as a conduit
between the working groups and the ministers. The working groups,
which have met about seven times each, cover the disciplines that will
be discussed in the negotiations. They include market access and tra-
ditional disciplines (there are working groups on market access, cus-
toms procedures and rules of origin, standards and technical barriers
to trade, intellectual property rights, subsidies, antidumping measures
and countervailing duties, and sanitary and phytosanitary measures)
as well as the newer disciplines of trade policy {services, investment,
government procurement, and competition policy). There are also
working groups on dispute settlement procedures and on the treat-
ment of smaller economies. The working groups receive their man-
dates from the ministers and vice ministers and are required to pro-
vide regular status reports on their work,

Leadership

Second, the big guy must be on board. If the large country of the re-
gion is not sold on the effort, it will not succeed. In fact, leadership
from the top is a necessary ingredient. A main reason for entering into
a regional trade arrangement is to gain improved access to the market
of the largest trading partner. This was the case for Mexico and Canada
in NAFTA. Without the United States, NAFTA would not have come
about—trade between Canada and Mexico, while now growing, was
not highly significant in 1994. This was also the case for Argentina,
Paraguay, and Uruguay in Mercosur. The driving force for the Latin
American countries in the FTAA initiative is to gain access to the mar-
ket of the United States. The EU would have enjoyed much less suc-
cess without the strong political will and active markets of France and
Germany. Without the largest market, the gains from integration di-
minish and may disappear altogether. This proposition may stand to
be tested in the FTAA process within the next few months, as the
United States—which makes up about 75 percent of the Western
Hemisphere’s market—grapples with the issue of fast track.

In addition to the market access rationale, the most important trad-
ing partner can serve as a moderator and a catalyst. As access to the
large market can be a carrot, the threat of losing such access can serve
as a stick. Recalcitrant trading partners in a regional arrangement
stand to lose preferential access to their main market if they backtrack
on their obligations.

The perils of apathy on the part of the largest trading partner are se-
vere. Economic events in one country can spill over into its neighbors.
Decisions made in one country regarding economic policy will affect
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the country’s trading partners. If, for example, Brazil sneezes, Ar-
gentina, Paraguay, and Uruguay will catch a cold. For Mercosur to re-
main healthy, thus, Brazil must take care to use a handkerchief—and
not to sneeze in the direction of these three countries—to protect its re-
gional trading partners from catching its cold. Easterly and Levine
{1995} use regression analysis to find that spillovers from a country’s
neighbors have an impact on that country’s growth and urge the shift
from a negative to a positive contagion effect. A regional trade arrange-
ment can allow the opportunity for the large country to foment such
positive contagion effects.

Geography

Third, geography and magnitude count. For a regional integration
arrangement to be successful, countries should either be adjacent or
should have a high volume of trade with each other. The “prize” for
entering info a regional trade arrangement is expanded regional trade.
Strong trade and investment linkages provide an obvious starting
point for negotiations toward a regionel integration arrangement.
Trade and investment interdependence provide an incentive for coun-
tries to expand their access to the known markets of the partner coun-
try or countries.*

Geography remains an important determinant of trade patterns. De-
spite great strides in transportation and communications technology,
“distance costs” of all kinds sharply limit trade between widely sepa-
rated countries. Distance between countries is an important natural
determinant of the volume of trade between them. In a recently pub-
lished book, Jeffrey Frankei takes as a point of analysis the existence of
what he calls “natural trading blocs”—a unit of countries in which a
reduction of trade barriers among them can be economically beneficial
(Frankel, 1997, p. 40). Frankel estimates that aggregate transportation
costs rise by roughly 1 percent of value for each 1 percent increase in
distance (p. 41}.

Agreements between widely separated countries, or among coun-
tries that do not trade heavily {for example, the United States-Israel
FTA or the EU-Israel FTA), are often enacted for political rather than
trade reasons and are problematic. Such agreements are not designed
to capture the efficiency gains that result from expanded scale, nor do
they tap into the gains from lowering barriers and expanding trade

A more elaborate discussion of this can be found in Huofbaver, Schott, and Clark {1994),
Chapters 3 and 5.



11 « Regional Integration: Lessons 333

among countries with relatively low transactions costs. A corollary to
this point: supplement regional commerce initiatives with infrastructure de-
velopment.

Potential profits from regional integration may be limited by poor
transportation and communication infrastructure among members.
Significant gains from trade may be possible for some products—those
for which economies of scale are of the essence, and which can be com-
petitively produced regionally and those heavy items that have high
transport costs from outside. A special bank, or a facility within an ex-
isting institution with funds specified for infrastructure development,
can help.

Liberalize First

Fourth, liberalize first. Regional trading initiatives should be seen as
an extension of domestic reforms—not as a force to propel such re-
forms. Before entering into a regional trade arrangement, a country
should have its domestic house in order. This means macroeconomic
stability and a reasonably competitive domestic economy.

The path to economic liberalization in developing countries has to a
large extent been paved with the various components of what John
Williamson has termed the Washington consensus {Williamson, 1990).
These are policy measures that aim to eliminate market distortions, re-
duce the role of the state in the economy, promote the efficient alloca-
tion and use of resources, reduce risk, and establish a framework for
economic stability. The Washington consensus includes both micro-
economic and macroecongmic pelicy recommendations.

First in importance is the achievement of fiscal discipline, with caps
on public spending. This includes a strong suggestion to eliminate
government subsidies. Tax reform is advocated, especially through a
broadening of the tax base, while maintaining a low marginal tax rate.

Interest rates should be market-determined and positive, but mod-
erate. Inflation should be low. The exchange rate should be relatively
stable and sufficiently competitive to promote a rate of export growth
that will allow the economy to grow at the maximum rate permitted
by its supply-side potential.

Free trade and investment are fundamental tc the Washington con-
sensus recommendations. Import liberalization is a key component of
an outward-oriented economic policy. Access to imports of intermedi-
ate goods at competitive prices is essential, and impeort licensing sys-
tems, which are vulnerable to corruption, should be eliminated. FDI
should be encouraged through open investment regimes. Deregula-
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tion and privatization are seen as beneficial, both by increasing com-
petition and by relieving pressure on the government budget.

These policies, summarized by Williamson as “prudent macro-
economic policies, outward orientation and free market capitalism”
(1990, p. 18), have been embraced by many developing countries—and
by the international organizations that provide advice and finance to
these countries—as a means to stimulate sustained economic growth.

Regional integration arrangements can serve as a step in the trade
liberalization process. Regional integration, however, is not a substi-
tute for liberalization—and an erratic liberalization program may com-
promise its success. As Moises Naim points out, “Structural reforms
take a long time to mature, they follow highly unpredictable paths,
and they have myriad consequences which, in turn, generate other ef-
fects that are impossible to foresee” (1993, p. 17}. While not all steps of
the economic liberalization process need to be in place, governments
should at least have brought inflation under control and maintain a
relatively stable exchange rate.

Difficulties arise when only part of the Washington consensus is im-
plemented. For example, developing countries that have put in place
the recommended macroeconomic policies, but have utilized only half
of the suggestions for the microeconomic side, run the risk of exposing
the program to corruption. A half-implemented economic program
may also leave the financial system vulnerable—a factor that could
negatively affect even the most determined of regional trade arrange-
ments—and increase the country’s susceptibility to exchange rate or fi-
nancial crises.*

Coordinated Approach

Fifth, a piecemeal approach is inadequate. Proceeding along sectoral
lines is difficult. The sectoral approach to preferential trade liberaliza-
tion was popular in Latin America’s regicnal integration agreements
of the 1960s and 1970s. The Latin American Free Trade Area (LAFTA),
the Andean Pact, and the Central American Common Market (CACM)
all reduced protection on a product-by-product or a sector-by-sector
basis, rather than liberalizing across the board. This resulted in long
exceptions lists and high tariffs for outside countries.

This approach was part of the larger strategy of ISI, in which coun-
tries aimed to protect their manufacturing industries through high
barriers to trade. Regional integration was seen as a means to sur-

IThis section draws upon Hufbauer (1997).
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mount the inherent scale limitations of their domestic markets, to
allow industries to become competitive on a regional level, and to en-
courage industrial development within a cooperative framework. Re-
gional markets with high levels of protection vis-a-vis third markets
could be used to shift firms from the production of consumer goods to-
ward the development of intermediate and capital goods. Regional
trade arrangements aimed to create economies of scale for regional
manufacturing industries. In the case of the Andean Group, sectors
were allocated among the member countries, through a process of ne-
gotiation, with each country focusing its resources on a particular in-
dustry. This approach ensured structural rigidities.

Simplicity

Sixth, simplicity is of the essence. The starting point for regional
trade integration should be the elimination of tariffs and quotas. While
the temptation exists to tackle more complicated issues, it is important
to start with basic liberalization. The aim of a free trade initiative
should be to eliminate barriers to trade. Auxiliary accords, or “side
agreements” can clutter the agenda, diverting policymakers for the
goal of free trade. Liberalizing trade under an umbrella agreement that
includes multiple objectives is overly complicated. Including trade lib-
eralization as only one objective that shares the agenda with such goals
as fiscal and monetary policy harmonization and agricultural and in-
frastructure development diffuses attention and fails to set out a clear
goal.

There are two main hazards to including a wide range of compli-
cated issues on the agenda. First is the danger of negotiating and im-
plementing fatigue. Complicated, wide-ranging trade initiatives are
demanding of diplomatic and administrative skills. This is especially
so for smaller countries, where a too-large agenda can overburden lim-
ited human as well as financial resources. Second, the larger the num-
ber of issues on the initial agenda the greater the opportunities for in-
terest groups to enter into the fray, stopping the whole process. If the
adjustment costs incurred by taking on too much at a time seem too
large, subsequent steps may be stymied and the whole initiative will
be in trouble.

From FTA to Customs Union?

Seventh, an FTA is much easier to manage than a customs union.
There are various levels of economic integration, ranging from simple
bilateral trade facilitation measures (such as agreements on customs
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procedures and documentation) to the ultimate integration initiative,
the formation of a nation-state. The simplest form of commercial inte-
gration, beyond bilateral cooperation agreements, is the formation of a
free trade area. In the simplest FTA, the participating countries elimi-
nate barriers tc trade in goods among each other, while maintaining
their individual barriers against the rest of the world. Most modern
FTAs also eliminate barriers to trade in services and liberalize invest-
ment among the partner countries. The best-known modern FTA is
probably NAFTA, which eliminated barriers to trade and investment
between Canada, Mexico, and the United States.

The next level of integration is the customs union, which eliminates
barriers to trade and investment among the members, and also im-
poses a CET. This requires member countries to coordinate their tariff
policy and agree on commeon customs rules and procedures. Generally,
countries in the process of constructing a customs union proceed
through a de facto FTA stage, which allows the progressive harmo-
nization of national tariffs toward the agreed-upon CET. From this
stage, countries must move toward a common regional trade policy,
coordinating border tariffs, customs procedures, and other policies af-
fecting trade with the rest of the world, such as safeguard measures,
antidumping policy, and, possibly harmoenization {(or mutual recogni-
tion} of national standards.

It is evident that the implementation of a customs union is much
more complicated than the construction of an FTA. Aside from the ob-
vious administrative resources needed for policy coordination, a cus-
toms union can potentially diminish the liberalization possibilities for
members—because each is frozen to the policy decisions of the group.
This is especially true for the smaller members of the union, which
have little influence over the group’s decisions. A main impediment
in the customs union is its most important feature: the CET. The dan-
ger in setting a CET is that the common tariff may, in certain sectors,
be significantly higher than national tariffs of some of the members.
This would discourage low-tariff members from purchasing goods
from more efficient outside suppliers—as they did before the CET.
The burdens of a CET have been a factor in several cases. [n the 1970s,
Chile broke from the Andean Pact for just this reason. Currently, both
Bolivia and Peru have refused to implement the Andean Commu-
nity’s common external tariff, preferring their own unilevel or bilevel
tariff structures.

Regional arrangements should be viewed by the member countries
as a mechanism for their integration into the world economy. Steps to-
ward regional integration should accelerate (or at the very least not
impede) members’ unilateral liberalization measures {for example, the
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CACM policy holds that CACM should not impede members’ tariff
reduction). Thus, if a customs union is the chosen vehicle for integra-
tion, the CET aim should be the tariff level of the least protective mem-
ber, rather than a regional average.

Simple Rules of Origin

Eighth, keep the rules of origin as simple as possible. Rules of ori-
gin—tools used to determine which goods qualify for preferential
treatment under a free trade regime—are necessary in free trade agree-
ments, in which each member sets its own external (MFIN)} tariff to
nonmembers. Such rules are used to aveid the transshipment of
foreign-produced goods—that is, to prevent third-party producers
from selling their goods to the member country with the lowest MFN
tariff, for sale in the other, higher-tariff markets. For example, imagine
a free trade agreement between three countries, with MFN tariffs of 6,
10, and 14 percent, respectively. Without rules of origin, a third coun-
try could ship its goods to the 6 percent tariff country. The goods could
then be shipped duty free to the other two countries, avoiding the 10
and 14 percent duties.

There are a number of methods to determine origin. Most com-
monly used are the value added method, in which a certain percent-
age of value added must originate within the FTA, and the change in
tariff heading methed, in which a good imported from a third country
must be transformed sufficiently within the FTA to move it to another
tariff classification.

Often termed “tools of discrimination,” rules of origin can have sev-
eral negative effects. First, they can be costly to the participants in the
FTA. Complex and cumbersome rules of origin add a significant ad-
ministrative burden to exporters. The time and administrative costs of
figuring out the puzzling network of complex and highly detailed
rules may even deter regional producers frem utilizing the FTA pref-
erence system. One estimate of the European Free Trade Association
posits that administrative costs relating to rules of origin were in the
range of 3 to 5 percent of prices (Wonnacott, 1996, p. 91). Second, they
can serve to reduce economic efficiency. Rules of origin can, in fact, pe-
nalize member country producers by forcing them to buy their inputs
from less efficient local suppliers, thereby increasing the cost of their
final goods and lowering their global competitiveness. If, for example,
a component from a third-country producer could jeopardize the duty-
free shipment of a final good within the free trade area, the manufac-
turer would implicitly attribute the MFN tariff to the foreign compo-
nent—thereby rendering the cost of that one part prohibitive, no
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matter how efficient and cost-effective the part may be. Third, rules of
origin can, as has been stated dramatically elsewhere, "become a
viper’s nest for special interests” (Hufbauer, 1993). As was witnessed
in the textiles and automotive sectors of the NAFTA, rules of origin can
be tatlored to assuage and to guarantee the position of particular sec-
tors and even individual firms, to the detriment of competition.

To avoid these “origin downfalls,” the architects of an FTA must take
pains to keep rules of origin as simple as possible. The only purpose
that rules of origin should serve is to answer the problem of trans-
shipment. One way to do this would be to adopt the proposed
“Hufbauer/Wonnacott ROROO (rule on rules of origin},” which says
that when tariffs applied to a particular product by the partners in an
FTA are within 2 percentage points of each other, and when neither
quotas nor other NTBs limit trade with countries outside the FTA, then
the imports of that product from a nonmember country shall count as
products from the partner country for the purposes of satisfying the
FTA rules of origin. This is a feasible proposition; producers are un-
likely to incur the extra transactions costs of shipping to another coun-
try just to eliminate a 2 percent tfariff differential. An example is the
case of an FTA between country A and country B in which country A’s
MFN tariff rate on some component is &6 percent and country B's tariff
on that same component is 8 percent. Assuming that neither country
has NTBs against this component, if country A buys this component
from country C, and uses it as an input for a product that it will sell to
country B, the component is considered as originating from country A
for purposes of rules of origin determination. This principle would
serve to greatly simplify the rules of origin regime,

Political Benefits

Ninth, political benefits may result from trade integration. One im-
portant benefit that may accrue from regional integration is closer po-
litical ties among members. Using the logic that countries that trade to-
gether stay together, strong commercial ties make it more difficult to
sever political relations. Argentina and Brazil, countries with a history
of berder disputes, have forged strong political ties as the result of the
1986 cooperative accords that led to the formation of Mercosur. Recent
disputes have been resclved through consultation within the Mercosur
framework. Cooperation on trade issues can lead to closer cooperation
on initiatives in other areas, such as infrastructure, technology, anti-
terrorism activities, and so forth,

Another political benefit is the stake that the regional grouping has
in the stability of each member country. This was played out in 1995,
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when Paraguay experienced a near coup. A rallying of forces of the
Mercosur countries, along with the United States, convinced the
would-be dictator that his actions would be unwise, and democracy
was preserved.

Small Economies

Tenth, take care of small economies. Regional arrangements also
may have consequences for distribution. These consequences may be
more strongly felt in the smaller members. Smaller states tend to ex-
hibit particular characteristics that influence their participation in re-
gional and international trade arrangements. These include a small
domestic market, reliance on one or few commodities, high vulnera-
bility to fluctuations in world prices and demand, and limited human
and financial capital. Smaller countries entering into regional trade
arrangements may need assurances that their vulnerability will not be
exacerbated by their participation in the regional trade area.

One of the main incentives to integrate is to attract foreign invest-
ment. This is true for smaller, as well as larger, economies. Industries
tend to gravitate toward certain countries, logically to those with the
best-developed industries and infrastructures. This may, at least in the
short run, magnify disparities in levels of development and create fric-
tion for those countries that are not yet ready to respond to increased
regional trade opportunities. The best way to deal with these problems
is to {1} encourage the adoption, especially by the smaller members, of
a liberal and transparent investment regime, and (2) create a special
bark, or a specific facility within an existing financial institution, to fi-
nance investment in the least-developed regions or countries. The Eu-
ropean Development Bank is a paramount example.

Private Enterprise

Eleventh, focus on enterprise; the private sector is the protagonist. A
trade agreement aims to bring down barriers to trade and investment
between countries. The actors within the countries that will be able to
take advantage of the new opportunities created by this liberalization
are essential to the success of the initiative. The private sector is the
constituency for these reforms. Countries make border policies; firms
move goods across those borders. To ensure that the regional trade
arrangement will ultimately take off, the private sector in each partic-
ipating country needs to be sold on free trade. Private sector actors
must be aware—and convinced—of the benefits that they will receive
bv opening their economies to their neighbors. They must alsc be
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aware of the potential losses as a result of such trade so that these can
be built in to the firm’s strategic plan.

As such, the private sector should be able to be actively involved in
the decision-making process. Firms must have access to information
about the trade arrangements and about the member countries. The
private sector needs to know the changes that will affect their opera-
tion of business.
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Trade Policy and Regional Integration ‘I 2
in Sub-Saharan Africa

T. Ademola Oyejide

The poor and generally unsatisfactory performance of the
economies of the vast majority of sub-Saharan African countries, par-
ticularly since the 1970s, has been widely recognized and documented.
Various explanations have been offered for this performance record.
Of particular interest, from the perspective of this chapter, is the virtu-
ally universal focus on trade policy as a (or perhaps the) major factor.
Thus, the World Bank (1981) identified what it calls “misguided trade
policies” as the main culprit, while the fairly comprehensive review of
empirical studies in Collier and Gunning (1997, p. 6) shows that “im-
pediments to openness have been detrimental to African economic
performance.”

The apparent consensus in the identification of trade policy as the
key source of sub-Saharan Africa’s inadequate performance had two
immediate consequences: policy advice aimed at solving this problem
focused strongly on the reform of trade policy, while virtually ali struc-
tural adjustment policy reform packages gave a prominent position to
trade policy reform proposals (Helleiner, 1995; Rodrik, 1988). Al-
though sub-Saharan Africa has a long history of regional integration
and contains a large number of regional trade arrangements, neither
the trade policy advice offered to specific sub-Saharan African coun-
tries nor the trade policy reforms included in country-specific struc-
tural adjustment programs paid much attention to the regional di-
mensions of trade policy.

This chapter concerns itself with two key issues that derive from the
discussion above. The first relates to the main features of trade policy for
industrialization and development in the context of sub-Saharan Africa.
The second explores the scope that exists for sub-Saharan Africa’s re-
gional integration schemes to serve as vehicles for more effective trade
policy (of the sort articulated under the first issue) in Africa.

Various elements of these issues are taken up in the following se-
quence. The second section explores the emerging consensus regard-
ing trade policy in sub-Saharan Africa. Then, the third section reviews
the extent of trade policy reform in sub-Saharan African countries in
recent times. The broad aim of this review is not necessarijy to show
how far these reforms have moved African trade regimes toward the

341



342 T. Ademola Ovejide

frontiers of some abstract “best practice” but rather how far they are
from the main features suggested by the emerging consensus on this
issue. The fourth section sketches a regional approach to African trade
pelicy against the background of contending views regarding the de-
sirability or otherwise of regionalism in sub-5aharan Africa, as well as
new insights that might justify dimensions in the region’s trade
regimes. The fifth section concludes the chapter.

Trade Policy for Industrialization and Development

In general, trade policy measures are targeted at the tradable goods
and services sector. More specifically, they influence the overall struc-
ture of incentives within this section and thus affect the relative prices
between importables and exportables. In the process, trade policy
measures exert their impact through changes in the incentives for pro-
ducing and consuming, as well as exporting and importing various
types of tradable goods and services (Helleiner, 1992, 1995). It should
be obvious that while trade policy measures aim primarily at influ-
encing the composition and levels of imports and exports, this does
not preclude other factors and policies from affecting the levels of ex-
ports and imports. Clearly, exogenous changes in levels of income or
general economic activity in a country would tend to influence both
tradable and nontradable sectors. At the same time, some macroeco-
nomic policies {e.g., exchange rate policy) could alter relative prices
between nontradable and tradable goods and hence influence the lev-
els of exports and imports. Disentangling the effects of pure trade pol-
icy on the composition and levels of imports and exports from the ef-
fects of other policies and exogenous factors remains a difficult
challenge for empirical research.

Import Policy

Discussions of trade policy reform, especially in the context of sub-
Saharan Africa, are confined almost exclusively to a debate about the
pros and cons of import liberalization. How far and how fast should it
proceed? What should be its coverage? What measures should be ap-
plied and in what sequence?—and so forth. This contextual frame-
work reflects the reality that many sub-Saharan African countries have
embraced and have been implementing various forms of trade liberal-
ization measures that have been induced largely by policy advice from
various multilateral development institutions.

Within this perspective, trade policy reform is largely conterminous
with import liberalization, which in turn refers to policy changes and
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associated measures that are used to endow the trade regime with a
more neutral incentive structure. A neutral trade regime is generally
regarded as one whose incentive structure does not discriminate be-
tween exportables and importables or between production for the do-
mestic market and for export sales. More specifically, and in the words
of Helleiner (1995, p. 30):

When the incentives for exporting are the same as those for import compet-
ing activity, the trade policy is “neutral” in its encouragement of these two
kinds of activity. When such neutrality exists or when exporting is favoured in
the economy . . . the trade policy is generally said to be “ousward-oriented.”
Otherwise, rade policy 1s said to reflect anti-export bias and therefore 1o be
“inward-oriented.”

The definition and classification of trade policy orientation implied
by the above could be sharpened somewhat by eliminating the ambi-
guity inherent in the interpretation of trade policy neutrality as out-
ward orientation. A three-part classification, that is, outward, neutral,
and inward, would clearly be more useful. This would require that
trade policy neutrality be distinguished from an cutward-oriented
policy stance, with the latter concept being used to refer to a trade pol-
icy regime that discriminates in favor of exports. Similarly, an inward-
oriented trade policy regime would be one that discriminates in favor
of import-competing activities. Under this three-part categorization,
trade liberalization would imply transforming the trade regime from
an inward-oriented stance that discriminates in favor of {and thus pro-
tects) import-competing activities into a neutral regime whose incen-
tive structure does not distinguish between exportables and import-
ables—or even into an outward-oriented trade policy regime that
discriminates in favor of {and thus actively promotes} exports.

It has been argued that trade liberalization that produces either a
neutral or outward-oriented trade regime confers certain productivity-
enhancing and growth-promoting features on the liberalized economy
{(World Bank, 1991). Included among these are improvement in the ef-
ficiency with which resources are allocated, increases in competition
and product specialization, enhanced ability to attract foreign invest-
ment, and the creation of a favorable environment for technelogy
transfer. In the context of a more open trade regime, technology can be
transferred in at least three distinct ways: as an integral part of re-
gional investment, through increased trade that allows a country to
import capital goods that embody current technelogy, and through ex-
port competition that induces firms to operate at the frontiers of tech-
nological development. This perspective thus suggests, first, that a
trade regime that enhances import and export competition would in-
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duce increased trade and promote more rapid economic growth; and,
second, that the key to the productivity increases associated with ex-
panded trade lies predominantly in “exporting [which] strengthens
the incentive to adopt new technology by increasing the returns from
innovation through expanded market opportunities” (World Bank,
1991, p. 89).

There exists, however, an alternative perspective that associates the
growth-promoting effect of expanding trade with productivity-
enthancing characteristics of technology embodied in, and the increased
capacity utilization permitted by, increased imports of capital and in-
termediate inputs {Helleiner, 1995). This perspective recognizes three
main areas of gain linked to trade expansion. The first derives from the
once-and-for-all gain associated with the reallocation of production and
consumption generated by trade expansion. A second {also once-and-
for-all) gain emanates from increased capacity utilization made possi-
ble by the availability of “critically important imports” upon which do-
mestic production in the developing countries is heavily dependent.
The third, more dynamic and enduring gain, from trade is technology-
based productivity increases. As Helleiner (1995, p. 15) argues:

It scems more plausible, however, to associate the main externalities associ-
ated with trade with imports, particularly those of capital goods and interme-
diate inputs {when they embody new technology} and technological and
ather non-factor services, rather than exports. Such imports bring the knowl-
edge upon which long-term growth itself is now seen to be heavily dependent.

This perspective would, in effect, be consistent with a trade regime
whose incentive structure discriminates in favor of technelogy-
embodying imports of capital goods and intermediate inputs as a
means of capturing the growth-promoting gains derivable from in-
creased capacity utilization and the productivity-enhancing gains em-
anating from technology transfer. Even in the context of this perspec-
tive, however, there is a clear recognition of the important role of
exports, not necessarily as the critical vehicle for technelogy transfer
but more significantly as the primary scurce for financing the indis-
pensable bottleneck-breaking and technology-bearing imports, espe-
cially in the absence of adequate capital inflows. Both perspectives
suggest that the two (import and export) components of trade policy
reform may have important, distinct, and different implications.
Hence, their differences deserve to be explicitly taken into account in
the design and implementation of trade liberalization programs.

The import component of trade liberalization is of special signifi-
cance in sub-Saharan African countries for a variety of reasons. The
standard instruments of trade policy, such as import tariffs and quan-
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titative import restrictions, are often used to serve multiple objectives
in this region, given the country characteristics that limit the availabil-
ity and effectiveness of alternative policy handles. Hence, trade policy
reform, especially as it relates to the import components, needs to be
carefully designed to ensure that its full implications for the various
objectives are explicitly recognized and taken into account.

The fiscal impact of changes in the form and level of import protec-
tion constitutes one of these areas of concern. Compared with other re-
gions of the world, sources of government revenues are much nar-
rower in sub-Saharan African countries. This narrow base translates
into an unusually heavy reliance on trade taxes. Receipts from imports
tariffs represent a major source of government revenues that cannot be
easily dispensed with. This is so not only because of their magnitude
{relative to other sources of revenue) but also because mobilizing fiscal
resources through other means and in comparable magnitude is costly,
if not impossible, especially in the short to medium term. As Lyakurwa
{1993, p. 36) observes, “two revenue-related costs of (trade) liberaliza-
tion, which tend to reduce the budget balance, appear to be unavoid-
able, even under the most prudent of policy regimes.” First, even
through trade volumes could increase after liberalization, revenue
from trade taxes may fall. As export taxes are virtually eliminated and
imports are less heavily taxed, liberalization implies a shift from
traded goods in the tax base to traded goods outside the tax base. Sec-
ond, frade liberalization implies shifting from easy-to-collect trade
taxes to more-difficult-to-collect revenue from income and domestic
consumption. These tax handles typically require more sophisticated
accounting and record-keeping systems than are usually available,
and tax revenue losses may be inevitable as some of the income and ac-
tivities associated with trade liberalization escape the tax net. It should
be noted, of course, that to the extent that import liberalization reduces
illegal activities, including smuggling, it could expand the tax base
and thereby increase total tax revenues derived from tower rates of
trade taxes.

Import liberalization may lead to increased trade deficits and thus
worsen the usually precarious balance of payment position of the typ-
ical sub-Saharan African country. A deep, generalized, and sudden im-
port liberalization program could induce an abnormally high demand
for imports, which could place unsustainable pressure on the coun-
try’s balance of payments, requiring access to substantial aid and cap-
ital inflow or a compensating exchange rate policy change. As Collier
and Gunning (1992} demonstrate, although import liberalization does
not inevitably worsen the balance of payments, it seems likely to do so,
particularly in the short or medium term. Increasing trade deficits aris-
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ing from import liberalization should worry the typical sub-5aharan
African country, which lacks flexible access to external financing. To
the extent that import liberalization gives rise to fiscal deficits and bal-
ance of payments problems, it would worsen the macroeconomic im-
balances facing many sub-Sazharan African countries and thereby
make the process of steady adjustment and recovery of growth more
difficult to sustain.

In addition to their use for generating fiscal revenue and confronting
balance of payments problems, import protection measures are also
used in sub-Sazharan Africa as instruments of industrial policy. Many
countries in the region are justifiably concerned with the survival and
future development of an efficient manufacturing sector as an impor-
tant component of their development. While it may be expected that
the typical sub-Saharan African economy would experience some de-
gree of industrialization as part of its natural process of growth, there
are several considerations that provide a basis for suggesting that ex-
plicit government policy has an important role in influencing the
speed and structure of industrialization. Thus, an initial disadvantage
may lead to a sustained low equilibrium level, while an appropriate
push can place the same economy on a higher-level equilibrium. The
key factors responsible for these results are economies of scale in
knowledge, location and transport costs, and overall production. In
addition, a basis for an explicit policy in support of industrialization
can be found (Rodrik, 1992, p. 310) “in specific market failures and ex-
ternalities which, in the absence of corrective policies, may leave the
industrial sector in command of a socially suboptimal share of the
economy’s resources.” Given that modern manufacturing activities are
characterized by learning-by-doing, and that market failures are par-
ticularly endemic in sub-Saharan African countries, infant industries
may need protection so that they can gain the experience needed to
lower costs and become viable in an environment in which more dom-
inant foreign competitors could, otherwise, take advantage of their
“infancy” and wipe them out before they can effectively compete.

While a respectable case can be made for trade policy in support of
industrialization, drawing both from theoretical considerations and
lessons of development experience, the various sources of this case
imply a strong caveat: industrial protection has significant negative
side effects. Hence, an important challenge of protection-induced in-
dustrialization policies is to balance protection, which nurtures do-
mestic industries, with competition, which forces firms to innovate,
raise productivity, and reduce costs. This balancing act has at least two
key aspects. One is that the level of protection should be moderate, to
minimize its negative impact in terms of rescurce-allocation inefficien-
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cies on the economy. Another is that protection should be temporary
or time-bound, so that competition forces the “infant” industry to
grow up fairly quickly or die.

In addition to maintaining pressure on domestic firms to improve
their productivity by allowing for gradually increasing levels of do-
mestic competition as time-bound protection falls away, the imposi-
tion of export performance targets serves as a further inducement for
firm-level productivity enhancement. It is not, in fact, unusual in ac-
tual development experience to combine export-development policy
measures with domestic protection. In the presence of time-bound lev-
els of protection, it would not be realistic to implement immediate and
full import liberalization, since this could destroy the original objective
of that protection by allowing a surge of import to displace domestic
production generated by infant industries that might otherwise have
become competitive.

Export Policy

The export component of trade liberalization also deserves scrutiny.
This derives from the proposition that good export performance is not
just a desirable goal in its own right, but is also a critical means to other
important ends, that is, deeper import liberalization and more robust
overall economic growth. A successful and sustainable import liberal-
ization program requires successful exports; or, put differently, a coun-
try must export to import (Hachette, 1991; Snape, 1991}, In the words
of Michaely (1991, p. 123):

The survival of {trade} liberalization attempts tends strongly to be related to
a favourable export performance, whereas the collapse of (trade) liberaliza-
tion is overwheimingly connected with a dismal export performance:.

As it relates to the export sector, trade liberalization would cover
policy changes that produce a neutral trade regime that treats ex-
portables and importables similarly as well as an cutward-oriented
trade regime that favors and actively promotes exports. Establishing a
neutral—not to talk of an outward-oriented—trade regime, as defined
above, in the presence of some degree of import protection is not
straightforward. Those policy measures that endow a trade regime
with its import protectiveness, such as tariffs and nontariff barriers,
have an anti-export bias. More specially, restrictions on imports trans-
late effectively into a tax on exports; by making import substitutes rel-
atively more profitable, they increase the cost and reduce the avail-
ability of imported inputs used in the production of exportables,
forcing exporters to use relatively expensive and low-quality locally
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produced inputs. Import restrictions also subject exporters to a more
appreciated exchange rate than they would otherwise have faced.
These different elements of the tax on exports imposed by imports re-
strictions combine to reduce the international competitiveness of the
export sector.

To promote exports, the anti-export bias that inherently character-
izes a trade regime containing a degree of import protection needs to
be eliminated. This can be done through schemes that grant exporters
and their suppliers unrestricted access to inputs (imported and locally
produced) at internationally competitive prices that are free of import
duty and other indirect taxes. Effective systems to provide neutral
trade regimes for exporters may be established in the framework of
specially created export processing zones. Or this can be done more
simply through duty-drawback or exemption schemes as well as
bonded warehousing arrangements.

Given the widely recognized role of foreign exchange reserves and
export performance in the initiation and sustainability of deep import
liberalization, an important question is whether a stage of export pro-
motion aimed at boosting exports should precede that of import liber-
alization (Shepherd and Langoni, 1991; Nash, 1992). This issue derives
an additional relevance from the heavy emphasis of the conventional
mode of trade liberalization on opening the domestic eceromy to com-
petition from imports (Coes, 1991).

Based broadly on the notion that in foreign-exchange-constrained
economies, exports can be regarded as a means of acquiring the for-
eign exchange with which to purchase increased imports made avail-
able through trade liberalization, it is suggested {Nash, 1992, p. 63} that
“introducing other export pelicy reform shortly before or at least at the
same time as import reforms permits an earlier export supply response
and allows unification of the tariff structure to proceed without bur-
dening exporters.”

This principle appears to have featured prominently in the trade lib-
eralization experiences of several countries. Thus, Coes (1991, p. 16) re-
ports that “an important feature of the process that opened Brazil to
world markets between 1964 and 1974 was the emphasis given to ex-
port—not just to the removal of restrictions on imports, as in liberal-
ization of a purely orthodox and conventional kind. . . . Reforms in im-
port policy came later, only after an improvement in Brazil’s current
account.” Similarly, Cavallo (1991, p. 31} points out that, in Argentina,
“the program of trade liberalization was a two-stage reform. During
the first stage (1976-78), commercial policies relied more heavily on
export liberalization and export promotion than on competitive tariff
reduction. It was only during the second stage (1979-81) that tariffs
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were allowed to fall competitively albeit in a gradual and discriminate
fashion.”

There are, of course, other constraining experiences. For instance,
Hachette (1991, p. 31} finds that “the behaviour of exports was crucial
in the success of the liberalization episode in Chile; however, it was not
the result of a special policy phase designed for that purpose.” In his
broader review of the trade liberalization experience of several coun-
tries, Michaely (1991, p. 123} concludes that “no systematic connection,
however, seems to exist between the adoption of export-promotion
measures, as a component of the trade liberalization package, and the
sustainability of a liberalization policy. Nor does the introduction of an
export-promotion policy before import liberalization seem to add ma-
terially to the likelihood that trade reform will survive.”

Even these contrasting experiences acknowledge the pivotal role of
good export performance in sustaining import liberalization. Hence,
whenever the required export performance can be more readily in-
duced through specific promotion measures, it would be reasonable to
implement them before deeper import liberalization is implemented.
In countries with clearly defined development strategies and adequate
capacity to implement them, appropriate export promotion measures
can be used to achieve trade “neutrality” and thus secure outward-
orientation before full-scale import liberalization (Levy, 1993).

The broad features of an appropriate trade policy package for the in-
dustrialization and development of sub-Saharan African countries
sketched above are summarized by Rodrik (1997, p. 2) as follows:

Extremists aside, there is actually a fair bit of consensus on what constitutes a
reasenable trade strategy for countries of Africa. The consensus can be
crudely expressed in terms of a number of do's and don’ts: demonopolize
trade; streamline the import regime; reduce red tape and implement trans-
parent customns procedures; replace guantitative restrictions with tariffs;
aveid extreme variation in tariff rates and excessively high rates of effective
protection; allow exporters duny-free access to imported inputs; refrain from
large doses of antiexport bias; do not tax export crops roo highly.

African Trade Policy Reform Experience

Between the early 1960s and the early 1980s, many sub-Saharan
African countries built up highly interventionist and protectionist
trade regimes. These regimes were broadly characterized, on the im-
port side, by restrictive licensing systems’ high tariffs, escalated or cas-
cading tariff structures made up of several layers, varying degrees of
import prohibitions, and tight foreign exchange controls. On the export
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side, the trade regimes featured substantial implicit and explicit taxes
as well as frequent use of nontariff barriers, such as the prohibition of
certain export items. These heavily protectionist trade regimes were
motivated, apparently, by several different concerns. The multiplicity
of objectives, some of which were conflicting, probably accounts for
the rather haphazard, incoherent and internally inconsistent nature of
the trade regimes that eventually evolved in many African countries.

One of the key problems that trade policy has had to address in
many sub-Saharan African countries is the raising of government rev-
enue. Given the heavy reliance of these countries on tartffs for revenue,
it is not surprising that fiscal concern has been a major motive for im-
posing high import and, in some cases, export taritfs. At the same time,
many of these countries were highly susceptible to balance of pay-
ments pressures, given their strong commitments to the maintenance
of often unrealistic fixed exchange rate systems. In this context, trade
policy often became a substitute for more appropriate policies needed
to maintain macroeconomic discipline {such as exchange rate and fis-
cal policies). Hence, nontariff import control measures were often ap-
plied whenever it became necessary to deal with recurring balance-of-
payments crises.

Some aspects of the preliberalization trade regimes could also be
traced to the desire to protect domestic industries in the context of the
import-substitution industrialization development strategy that was
quite popular in Africa during the 1960s and 1970s. Evidence in sup-
port of this include extensive exemptions from tariff duties and low
tariff rates on imported inputs used by local producers. The generally
escalated structure of tariffs, which imposed high rates on finished
products and much lower rates on raw materials, provides additional
evidence in this regard. It is important to bear in mind, however, that
high tariff rates were also applied to so-called luxury goods. These
were import items, however, to be consumed largely by the rich, and
were in many cases goods for which no local production facility ex-
isted to be protected. Thus high tariffs did not always reflect the desire
to protect local industry: in certain cases, they were aimed at raising
revenue based on the perceived ability of certain categories of con-
sumers to pay.

The preliberalization trade regimes of many African countries ex-
hibited a strong relationship between the use of import restrictions and
the appearance of balance of payments problems. These balance-of-
payments concerns, taken together with budgetary needs, probably
had a much stronger impact on the evolution and structure of prelib-
eralization trade regimes in many sub-Saharan African countries than
the desire to protect local manufacturing activities.
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Trade liberalization episodes in many sub-Saharan African coun-
tries have been brought about by various types of stimuli (Oyejide,
Nduly, and Gunning, 1996). A two-way classification of these stimuli
would identify unilateral and multilateral mechanisms. The unilateral
liberalization attempts, in turn, consist of several categories. These in-
clude trade liberalization associated with structural adjustment pro-
grams; those induced by positive external shocks; and those based on
“own Initiatives” that reflected internal policy dynamics and the de-
sign and use of innovative schemes to finance the liberalization
process. The multilateral mechanism for trade liberalization attempts
refers, essentially, to those liberalization efforts that were designed
and implemented in the context of specific regional integration
schemes.

Among the four different types of stimuli for trade liberalization
identified above, the most prevalent has been the liberalization process
embedded in structural programs. These programs have shaped the
design, scope, and sequence of trade liberalization processes in many
sub-Saharan African countries since the mid-1980s, the single excep-
tion being South Africa.

Positive external shocks have served as the stimulus for some trade
liberalization episodes in several sub-Saharan African countries. Lib-
eralization episodes associated with this stimulus have typically been
temporary and partial; they were usually characterized by temporary
and limited relaxation of import restrictions and exchange controls. In
the cases of Kenya and Tanzania, this type of liberalization occurred in
response to the commodity booms of 1976-77. The episodes were
short-lived; the collapse of 1979-80 generated policy reversals and
brought in even more severe import restrictions and exchange control
than before (Mwega, 1996; Ndulu and Mbelle, 1996). The Nigerian
trade liberalization episode of 1970-76 has a similar origin in the pos-
itive external shock generated by the oil export shock, and it suffered
a simnilar fate as soon as the external shock was reversed (Ajakaiye and
Soyibo, 1995).

An important variety of own initiative stimulus for trade liberaliza-
tion is based on the Own Funded Import Schemes. Under these
schemes, importers were allowed to bring in goods without official
foreign exchange allocation to finance such imports and with no ques-
tions asked about source of financing. The schemes were aimed essen-
tially at ameliorating generalized shortage of essential goods and con-
trolling inflation. These schemes were used to support some trade
liberalization episodes in Zambia as well as in Tanzania during
1984-86 and Ghana in 1967-72 (Adam and Musonda, 1996; Ndulu and
Mbelle, 1996; Tutu and Oduro, 1996).
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The least significant stimulus for trade liberalization in many sub-
Saharan African countries is membership in a regional integration
arrangement. The trade liberalization scheme of ECOWAS remains
largely unimplemented (Jebuni, Ogunkola, and Soludo, 1996;
Ogunkola, 1994). It has, in fact, been virtually ignored as Cote d'Ivoire,
Ghana, and Nigeria have concentrated policy and implementation at-
tention on the unilateral trade liberalization process contained in their
individual structural adjustment programs. These programs have been
designed and implemented at national levels. They have uniformly ig-
nored the regional dimensions of unilateral liberalization and paid no
attention to the regional integration obligations of particular countries.
With regard to the PTA/COMESA, it seems clear that the pursuit of
more intense unilateral liberalization by each member country has
overshadowed the preferential trade liberalization scheme. In any case,
trade liberalization has progressed much faster under the unilateral
mechanism.

It is clear from the above that the most dominant among the stimuli
for trade liberalization in sub-Saharan African countries is that linked
to conditionality under structural adjustment programs. These trade
liberalization episodes have been the Jongest sustained and the most
comprehensive among Africa’s trade liberalization attempts.

African trade liberalization processes have covered both tariff and
nontariff measures and have had several effects (World Bank, 1994;
Opyejide, Ndulu, and Gunning, 1996). They have also, typically, been
accompanied by exchange rate reforms. As a result of the trade liber-
alization attempts, African tariff structures have been compressed sub-
stantially, as the average number of tariff categories has been sharply
reduced. This has had at least three consequences: the rates of protec-
tion have become much less varied, the scope for discretion has been
considerably reduced, and tariff policy transparency has been en-
hanced. Dramatic changes have also occurred with respect to quanti-
tative restrictions; these nontariff barriers have been eliminated in sev-
eral African countries and partly or fully tariffied in many others. The
elimination or relaxation of foreign exchange controls in most African
countries has facilitated the reduction of quantitative import restric-
tions. More generally, both trade and exchange rate liberalization
processes have reduced the traditional reliance of African countries on
trade policy instruments for managing balance-of-payments pres-
sures; this burden is, increasingly, being shifted to and effectively car-
ried by exchange rate changes.

In general, African trade liberalization attempts have suffered from
credibility and sustainability problems. A robust indicator for this ap-
parently inherent nature of African trade liberalization processes is the
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frequency with which various attempts have been reversed. Examples
abound. Both Nigeria (in 1994} and Zambia (in 1986) experienced vir-
tually total reversals (Ajakaiye and Soyibe, 1995; Adam and Musonda,
1996). Kenya and Ghana experienced fairly frequent policy reversals
since the early 1970s (Mwega, 1996; Tutu and Oduro, 1996). Many of
the African trade policy reversals can be traced to balance of payments
and fiscal incompatibility, which many African governments have tra-
ditionally used standard trade policy instruments to cope with.

The trade policy experiments of many sub-Saharan African countries
during the 1960s and 1970s were not entirely consistent with the broad
features of an appropriate trade policy for industrialization and devel-
opments sketched above, But the more recent policy reform experience
of the 1980s and early 1990s does not fully reflect key elements of this
framework either. In particular, while virtually all sub-Saharan African
countries liberally used various trade policy instruments to offer high
protection and widely differentiated rents to selected individual enter-
prises and groups, import protection was typically not time bound,
and the award of rents and subsidies was usually not related to any ob-
jective performance standard. Furthermore, although many sub-
Saharan African countries espoused the growth of manufactured ex-
ports and, indeed, deployed various trade policy measures in pursuit
of this objective, the granting of incentives to beneficiaries was usually
not explicitly tied to their export performance.

Recent trade policy reforms have focused primary attention on im-
port liberalization. But while the tariff structure in many sub-5aharan
African countries has undergone substantial rationalization as a result,
the lack of or inadequate “supply response” {due, perhaps, to the lack
of similar concern for the promotion of manufactured exports) may
have contributed in some way to those trade policy reversals emanat-
ing from balance of payments considerations.

Regionalism and African Trade Policy

Up to the early 1980s, most African countries tried te accelerate their
economic growth on the basis of an import-substitutien industrializa-
tion development strategy. From an economic perspective, the small
size of the typical African economy and the perceived disadvantages
of smallness in the context of this strategy would appear to be a key
reason for the establishment of various integration schemes. In partic-
ular, a small population combined with low per capita income placed
sharp limitation on the development and growth prospects within the
limited market of each country by restricting the ability to benefit from
lower unit costs arising from the exploitation of economies of scale and
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curtailing allocative efficiency gains that could have been generated by
increased competition.

Against this background, regional integration suggests itself as a
logical way to enable the economy to produce at lower unit costs for a
larger (regional) market. It could be embraced essentially as a means
of widening market size and thus allowing the benefits of greater spe-
cialization and economies of scale to be realized. In this sense, import
substitution in the context of larger regional markets could generate
greater competition within the region and thus induce higher levels of
productivity overall than would be possible within the narrow con-
fines of individual naticnal markets. Compared with global liberaliza-
tion, regional integration could be regarded as a more viable source of
the benefits of economies of scale than the (even larger) world market
because of the anticipated problems of market access and the pre-
sumed higher transactions costs of producing for the world market.

The above notwithstanding, the arguments for regional integration
do not lend themselves to unambiguous conclusions. At the static level
and in the context of the simplest models, the desirability of an inte-
gration scheme depends on the balance of the opposing forces of trade
creations and trade diversion. The case for regional integration in the
context of export promotion strategy becomes stronger when dynamic
factors are taken into consideration. However, in practice, whether this
can be realized depends on the extent to which economies of scale and
international competitiveness are achieved, and on the feasibility of
setting up a suitable compensation scheme, a key issue given the like-
lihood that effective regional integration could result in geographic
concentration of certain economic activities (e.g., production facilities)
within the integrated region.

Even under the best circumstance, however, the second-best theory
of regional preferential trading schemes suggests that any effects at the
regional leve] from African integration schemes would be very small.
This conclusion derives from the following considerations. At the em-
pirical level, gravity model simulations of trade flows between African
countries, in the absence of trade restrictions, generally suggest that the
scope for intercountry trade within Africa is intrinsically modest. Em-
pirical results generally confirm that intra-African regional integration
arrangements have not significantly increased intraregional trade (Oye-
jide, Elbadawi, and Yeo, 1996). Results from studies based on gravity
models suggest that intragroup trade in Africa is not necessarily low
because of trade restrictions, but rather that it is naturally low. Analysis
based on comparison of trade ratios alse shows that in virtually all the
integrating regions these ratios have remained stagnant or even de-
clined, especially since the various integration schemes were formally
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established. In some of the schemes (e.g., CEAQO and UDEAC), the cho-
sen instruments of integration were virtually guaranteed to discourage
rather than enhance intragroup trade. In a number of other arrange-
ments (e.g., ECOWAS and PTA /COMESA), noncompliance with or de-
layed implementation of agreed-on trade liberalization schedules could
obviously not have done much to promote intragroup trade.

A juxtaposition of the logic of the second-best theory of regional
preferential trading arrangements against the stylized facts of African
economies would support these results and lead to the conclusion that
regional integration in Africa may not be sufficiently potent to gener-
ate worthwhile overall welfare gains. Several theoretical perspectives,
however, may offer more robust support for regional cooperation. In
the first case, evidence from recent studies of regional spillover in
growth effects suggests that neighbors matter (Easterly and Levine,
1995). In other words, if neighboring countries grow rapidly, that ap-
pears to assist regional growth. This evidence seems to apply to Africa
as well. Hence, regicnal integration built around some rapidly grow-
ing member countries that serve as growth-poles for the integration of
the region could have significant growth-enhancing effects for the en-
tire region.

In the second case, insights from new economic geography suggest
that the interplay of economies of scale and location specific costs
could provide a rationale for regional integration schemes in Africa.
The basic idea is that location decisions of producers are based on con-
siderations of internal economies of scales and “trade costs.” Trade
costs consist generally of transport and information costs (the latter in-
clude language and cultural barriers to ease of transactions}. These
costs increase with distance between the producer and the consumer.
The inherited colonial pattern of production and trade between the
typical African country and its European “mother” country, combined
with high trade costs between African countries, has generated a “hub
and spoke” trade pattern in which activities that have powerful scale
economies, such as manufacturing, are located in the European hub,
from which they supply consumers located in numerous African
spokes. In this arrangement, no spoke African country has a suffi-
ciently large enough market to warrant the location of manufacturing
production facilities in it unless trade costs within Africa can be dras-
tically reduced.

A regional integration scheme that joins up the spokes by reducing
intra-African trade costs could radically alter the existing hub and
spoke production and trade pattern and justify the location of produc-
tion within the integrated region. The same location theory suggests,
however, that if intraregional trade costs are initially high, small re-
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ductions would tend to increase regional concentration of production.
Clearly, this would generate greater intergovernmental conflict over
compensation arrangements. Happily, though, the theory predicts that
more sweeping and deeper liberalization measures that bring about
large reductions in intraregional trade costs might substantially
counter the trend toward concentration of production. Thus, this ana-
lytical perspective not only provides a robust justification for regional
integration in Africa but also predicts that such a scheme would be
more effective and less contentious if impediments to trade within the
integrated region are quickly eliminated.

The third source of insights for constructing an economic rationale
for regional interaction in Africa is the “agency of restraint” paradigm
(Collier and Gunning, 1995; Fine and Yeo, 1995;. This starts from the
observation that, in Africa, government policies are frequently re-
versed. These policy reversals create credibility problems: private eco-
nomic agents are reluctant to make investment and productien deci-
sions for fear of potential lesses that could result from such policy
reversals. Governments, on their part, can reverse policies easily be-
cause they are subject to agencies of restraint that are sufficiently pow-
erful to impose penalties that are severe enough to prevent such be-
havior. In this context, the purpose of regional integration would be to
promote investment and thus contribute to the enhancement of eco-
nomic growth by helping to enforce the policy restraint necessary for
macroeconomic stability. What is required here is a participatory, reci-
procal, and supranational agency of restraint that locks in key national
economic policies in a reciprocal threat-making arrangement. The
agency would ensure that all participating countries commit to sound
and stable policies and should be in a position to effectively threaten
errant members with credible and costly sanctions. Such an organiza-
tion would have clear advantages over the essentially alten, unidirec-
tional, and unreliable conditionality of donors and international finan-
cial institutions.

While assessments based on changes in intragroup trade volume
and shares have generally demonstrated the ineffectiveness of sub-
Saharan Africa’s regional integration schemes, an appeal to these new
insights and their applicability in the regional context may provide
more interesting results, It seems that the regional integration schemes
in the Southern African subregion constitute a good source of some of
these. These are the Sputhern African Customs Union (SACU} and
Southern African Development Cooperation (SADC). As presently
constituted, both are built around the pivotal economy of South Africa,
with SACU being the older, smaller (in terms of number of member
countries} but deeper form of regional integration than the SADC,
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whose trade integration mandate is of more recent origin. In spite of
continuing debate regarding the formula for sharing tariff revenue be-
tween the member countries of SACU, it seems clear that Botswana,
Lesotho, Namibia, and Swaziland have derived significant benefits
from their membership in SACU, both in terms of investment flows
geared by the opportunities offered by the South African market and
the “agency of restraint” function performed by SACU to enhance the
creditability of some of their policies. In this context, Rodrik (1997)
suggests that Botswana’s membership in SACU robs it of an indepen-
dent trade policy imposed a trade regime that is a key factor behind
the country’s economic success.

In an interesting twist, South Africa has also been using its regional
integration linkages with SACU and SADC as a significar:t lever in its
trade negotiation with the European Union. The EU Trade Mandate
presented to South Africa in March 1996 offered a free-trade agreement
that excluded roughly 40 percent of South African agricultural exports
to the EU from Iiberalization and called for elimination of duties on
about 35 percent of South Africa’s import from the EU in addition to
the former’s Uruguay Round commitments. The implication was that
South Africa would have to bear quite severe adjustment costs for the
proposed free trade area agreement to be implemented. This result is in
line with the typical South-North regional trading arrangements that
developing countries are usually encouraged to enter into. As Fernan-
dez (1997, p. 5) argues, “since in reality, it is most often less developed,
smaller or economically weaker countries that are making the largest
reductions in their protection structures, this redistributional cost (i.e.,
losses in the form of tariff revenue) is most likely to be borne by them.”

In responding to the EU offer, South Africa’s bargaining position
was strengthened by its treaty obligations to both SACU and SADC. In
effect, South Africa had to consult its partners in these two organiza-
tions before reaching an agreement with the EU. In addition, such
agreement had to take cognizance of Article 19 of the 1969 SACU
Agreement, which stipulates that member countries have the right to
approve or veto any agreement proposed by one member with a third
country or multilateral economic grouping. In other words, more de-
tailed study of the revitalized regional integration schemes in Africa
may provide more positive evidence of their contribution in terms of
the nontraditional gains from regional trading arrangements.

Conclusion

To the extent that misguided trade policies have been blamed for the
poor economic performance of many sub-5aharan African countries in
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the past, it is legical that part of the solution to the problem is being
sought in terms of trade policy reform. However, recent efforts at re-
forming the region’s trade regimes do not appear to reflect all the key
features of trade policy that emerging consensus would consider as
appropriate for many sub-Saharan African countries. In particular, a
two-track strategy that balances import protection with export promo-
tion under free trade principles and associates both with time bounds
and a reward-penalty system requires explicit recognition. Because of
the clear implications of size, scale effects, and spiilovers for this strat-
egy, trade policy in sub-Saharan Africa should feature a regional ap-
proach. In any case, regionalism in sub-Saharan Africa can serve sev-
eral additional purposes, ranging from pelicy harmonization and
credibility to regional security and the coordination of negotiating po-
sitions as a means of enhancing bargaining power. Evidence is begin-
ning to accumulate that some revived sub-Saharan African integration
schemes may thus have a significant role as trade policy vehicles.
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Beyond Trade: Regional Arrangements 1 3
as a Window on Globalization

Christian A. Frangois and Arvind Subramanian

This chapter argues that regional arrangements can be an important
strategic and practical vehicle to help African countries to integrate
themselves into the world economy and to take advantage of global-
ization of trade and financial markets. However, to achieve these ulti-
mate goals, African governments should implement the right kind of
regional integration strategies. These strategies should encompass not
only broad trade liberalization but also regional mechanisms for en-
suring convergence of macroeconomic stability, structural reforms,
common management of resources, and policy credibility. Because
chapters above have focused on the trade aspects of regional arrange-
ments, this chapter will limit itself to the other factors contributing to
the integration of African economies into the world economy.

It is generally recognized that, in recent years, many countries in
sub-Saharan Africa have made considerable progress toward achiev-
ing macroeconomic stability and restructuring their economies. How-
ever, despite bold reform efforts and clear improvements in perfor-
mance, the challenges that remain in participating fully in the
expansion of world trade and in attracting FDI are daunting. To meet
these challenges, Africa needs a reinforced growth-oriented strategy
that puts in place the conditions for an appreciable increase in private
savings and investment and that has a regional dimension.

To give a measure of the policy challenges facing Africa today, it is
worth recalling Professor Tybout’s observation about the dramatic fall
in Africa’s share of world exports during the past 30 years.! IMF data
show that the share of sub-Saharan Africa, excluding South Africa and
Nigeria, went from 3 percent of global exports in the early 1960s to
only 0.8 percent in 1990. Since then, fortunately, it has gradually re-
covered to a little more than 1 percent in 1995-96. If Africa had merely
managed to grow at the same rate as the rest of the world, and hence
maintained the same share of world exports it had achieved in the
1960s, sub-Saharan Africa’s exports in 1996 would have not been

'Professor Tybout made this observation during discussion at the seminar on which this vol-
urne is based.
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$44 billion but $152 billion, a level more than $100 billion higher. For
Africa to recover its past market share, its exports would need to grow
by 10 percent in real terms during the next 20 years.

It is not the purpose of this chapter to analyze the causes of this sub-
stantial erosion in the region’s ability to compete in and access inter-
national markets, although this analysis has major implications for the
kind of strategy and policies that Africa should implement to recover
the lost ground.

It is clear that the prime responsibility for pursuing the right growth
policies rests with the national authorities. However, regional Initia-
tives can also significantly contribute to the establishment of a secure
economic and political environment and the removal of uncertainty
about commitment of African government to macroeconormic stability,
trade liberalization, and private sector development.

Backdrop to Today’s Regionalism

Regional initiatives are not new to Africa. Since independence,
African countries have formed more than a dozen regional arrange-
ments among themselves, encouraged by the creation of the European
Community int 1958. A number of these arrangements have failed and
have ceased to exist, others have been revitalized, and new ones have
been recently launched. It is important to draw lessons from the vari-
ous experiences.

The primary motive behind the first wave of regional arrangements
was industrialization through regional import substitution. It was
thought that high regional tariffs and strong government intervention
would promote local industries and prepare them for world competi-
tion. In the event, however, it led to the creation of a large number of
public enterprises with underutilized production capacities and inad-
equate competitiveness. The new regional approach developed in the
late 1980s is based on outward-oriented policies and private sector ini-
tiative. It combines preferential regional tariff with multilateral trade
liberalization. It also emphasizes deeper integration involving goods,
services, and capital, as well as a range of domestic policies.

As in the rest of the world, the new regionalism in Africa developed
from the late 1980s is taking place against the background of a more
open world economy. And although there is considerable room for fur-
ther improvement, substantial progress has been made in achieving
greater macroeconomic stability, making trade and exchange policies
more open, and progressively disengaging the government from eco-
nomic activity in which the private sector has a comparative advan-
tage. This progress augurs well for regional efforts at integration, as it
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creates the conditions under which the recent attempts can succeed
and potentially yield greater benefits.

[ronically, while regional preferential initiatives are increasing, glob-
alization is clearly posing a threat to the trade preferences enjoyed by
the poorer developing countries—many on the African continent. This
is happening, of course, indirectly, but through many channels. First,
the reduction in MFN tariffs in industrial countries consequent upon
the Uruguay Round is eroding preference margins on African exports
in these markets. A second channe] is through regional integration
within industrial countries and between industrial and other develop-
ing countries (for example, NAFTA, the EU-East Europe agreement,
and the agreement between the EU and the Middle East and North
African countries), which is putting African countries on an equal foot-
ing with those developing countries that are party to these agreements.
The stark illustration of the threat is the recent WTO ruling questioning
the Lomé preferences enjoyed by certain banana-exporting countries.

As mentioned above, regional integration attempts of the 1960s and
1970s were confined to liberalizing trade in goods; however, with glob-
alization proceeding apace, regional agreements themselves have had
to catch up and broaden their scope to include liberalization of services
and investment, and even the harmonization of regulatory standards,
domestic policies, and institutions. The EU is probably the most ex-
treme example of the breadth of the issues that are decided and regu-
lated at the supranational, regional level, but the NAFTA experience
suggests that even those regional agreements involving developing
countries are likely to be more encompassing in their scope. In sub-Sa-
haran Africa, there are also new and deepened regional initiatives be-
tween the West African members of the CFA monetary zone {the
WAEMU) and between the Central African States (the CAEMC). In ad-
dition, there has been a shift of focus in COMESA, while SADC is
adopting a new strategy of market integration.

How Can Regionalism Hamess
the Forces of Globalization?

When we speak of regionalism, we need to keep in mind the two va-
rieties in which it is coming and will continue to come in Africa. The
more natural kind of regional integration—and perhaps the one that
we instinctively think of—is horizontal integration, that is, integration
between African countries, However, there is another—perhaps more
powerful—kind of integration that Africa is likely to witness in the
years ahead: vertical integration, between African countries and their
industrial country partners. One such—involving South Africa and the
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EU—is already under way, and the EU has indicated that the future
status of the Lomé Convention could well take the form of reciprocal
trade liberalization codified in a free trade agreement.

Regional agreements can help African countries foster economic
growth and harness globalization in at least nine ways. First, regional
arrangement can serve as a vehicle for transmitting good policies
through regional demonstration effects and peer pressures. This influence
can be powerful. The demonstration effect works by provoking the
question, If they can do it, why can’t we? It also leads to an examina-
tion of the reasons for the regional neighbors’ success and, over time,
to emulation of their policies. In the case of vertical integration agree-
ments, the demonstration effect works more directly by anchoring and
locking in the policies of the smaller country to those of its trading
partner. This effect was thought to be an important motivation for
Mexico's keenness to work toward adoption of NAFTA. An example
closer to home, cited by Dani Rodrik, is that of Botswana, which has
benefited from the relative macroeconomic stability conferred by its
links with South Africa.? Demonstration effects can be enhanced and
consolidated through mechanisms for regional macroeconomic sur-
veillance, as in the EU. Recent examples in Africa include the WAEMU
and CAEMC countries.

Regional agreement can be an effective instrument for ensuring that
hard-fought policy reforms—such as trade policy or exchange re-
form—are not reversed by weaker future governments, as an interna-
tional treaty or a regional formal agreement is much harder to repudi-
ate than national legislation.

Second, there is the important issue of size and credibility. For reasons
that may or may not be justified, African countries suffer from the per-
ception that they are too small to be of interest to international investors.
Regional integration offers the prospect of building up a critical mass in
terms of size (a regional market) that investors might find credible and
attractive. In principle, this integration opens up the opportunity to ex-
ploit economies of scale, regional specialization, and learning by doing.

Third, to secure an improvement in enabling economic conditions,
there is scope for nurturing domestic and regional institutions and fos-
tering institutional linkages. Insofar as the intensification of regional
linkages stems from the perception that the process is homegrown,
with full ownership by governments and bolstered by the participa-
tion of the private sector, there is greater likelihood that institution
building and the reforms that it promotes will be sustainable.

*As discussed in Chapter 7 of this volume.
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Fourth, the need to integrate regionally might also serve to focus at-
tention on the building or rehabilitation of long-neglected regional infra-
structure networks. It is nowhere more true than in Africa that geograph-
ical contiguity is not synonymous with economic proximity because of
poor regional transportation and communication links. This barrier to
the intensification of regional economic links needs to be overcome.

Fifth, in some cases, regional cooperation might serve to enhance the
region’s bargaining power in its interactions with the rest of the world.
One example could be in the area of international trade negotiations.
Other examples also come to mind—aid, debt, labor standards, the en-
vironment, and so on. The scope of cooperation, from a dynamic per-
spective, could be large.

Sixth, regional agreements can become agreements for liberalization
that goes beyond trade policies—for the liberalization of investment, ser-
vices, and capital markets. These liberalizations could induce not only
static but also dynamic gains that bring about durable increases in pro-
ductivity levels and facilitate faster growth. In the case of NAFTA,
there was substantial liberalization—and on a nonpreferential basis—
by Mexico of its investment, financial services, telecommunication ser-
vices, and transportation services regimes. These objectives are also es-
sential elements in the regional initiatives in West, Central, East, and
Southern Africa.

Seventh, regionalism can further broaden trade liberalization by act-
ing as a trial balloon, a kind of learning-by-doing-siowly phenomenon.
Those with vested interests in perpetuating protection may not pose
strong objections to this form of limited opening, as the competition
unleashed—from other Africa country suppliers—would be limited.
Nevertheless, the liberalization that is secured as a result could
weaken the power of these interests in the long run, paving the way
for further nonpreferential liberalization.

Eighth, in an environment where vertical integration between
African countries and the EU or the United States is going to become
prominent, the case for horizontal integration will also be strength-
ened. Vertical integration without horizontal integration creates the
risk of what is known in the literature as a hub and spoke phenomenon,
whereby the incremental foretgn direct investment that services the
markets in the spokes {the African countries) is located in the hub (the
EU or the United States), rather than in the spokes themselves. With
horizontal integration, African countries can seek to apply the “cumu-
lative rule of origin” principle in agreements with industrial country
partners to maximize the export opportunities.

Finally, an important element in the calculus of regional integration
is that regional interaction is likely to be motivated by and, in turn, to
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facilitate identification of, and cooperation on, a range of political, secu-
rity, and social issues of concern to the region.

The Pitfalls: What to Avoid

That a well-designed regional arrangement can provide a boost to
the right domestic policies and foster growth in its own right does not
mean that it necessarily will. There are good and bad regional integration
initiatives, and countries need to be alert to the pitfalls that can attend
the latter type of integration. It is useful to bear in mind that the ulti-
mate goal is nondiscriminatory liberalization and that regional initia-
tives should be—in Jagdish Bhagwati’s terminology—building blocks,
not stumbling blocks, to this ultimate goal. The following touches
upon some of these pitfalls, drawing particular attention to some spe-
cial features in the African context.

First, there is a risk of setting overambitious goals. With limited ad-
ministrative resources and with competing claims on political capital, the
chances of success are very uncertain and of distraction from nondis-
criminatory opening are high. There are some advantages to consid-
ering a staged approach, whereby the achievement of a minimum de-
gree of integration will be a first step before embarking on deeper
integration.

Second, there is the risk that regional agreements may become bu-
reaucratized and spawn top-down institutions that are not necessarily
responsive to the needs of the private sector and are determined to
protect their turf to the neglect of the larger objective that they are in-
tended to serve. Avoiding this obstacle to regional integration is one of
the critical challenges facing Africa.

Third, as regional integration initiatives mushroom in Africa, we detect
the clear risk of a multiplicity of initiatives that overlap each other,
leading to potentially conflicting policies. This is clearly a case in
which more can not only be less, but damagingly so. For example, in
Southern Africa, there are SADC, COMESA, SACU, the CBI, and a
number of bilateral agreements. These agreements have overlapping
memberships, difterent objectives (the CBI promotes internal and ex-
ternal liberalization, while the SADC is focused on internal liberaliza-
tion), different schedules for liberalization, and differences in the
scope of liberalization, as reflected in their attitudes toward exclu-
sions. All the effort that is being put into regional integration can eas-
ily get diffused, jeopardizing the chances of success for any one effort
or initiative. There is clearly scope for rationalizing all these initiatives
and adopting a more focused approach to maximize the chances of
success.
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Fourth, the original insight offered by academics (for example by
Viner) about the risks of trade diversion and the attendant possibility
that regional agreements might be welfare deteriorating may be par-
ticularly relevant for Africa. Why is this so? Africa, notwithstanding
the considerable progress made in opening its markets, remains
among the most protected regions in the world. And when MFN tar-
iffs are high, the risks of trade diversion are particularly great because
of the likelihood that inefficient production in partner countries will
replace efficient production in third countries. The low levels of in-
traregional trade in Africa would tend to suggest that, at least for the
moment and given the poor infrastructure links, African countries
may not be natural trading partners for each other. As a result, regional
agreements in Africa are more likely to lead to inefficient trade diver-
sion. To avoid such adverse outcomes, nondiscriminatory liberaliza-
tion should accompany regional integration, as envisaged in the CBl
A strong dose of MFN tariff cuts by African countries would help max-
imize the benefits from regional integration.

Fifth, there is the risk—and this applies especially to horizontal
agreements—that countries may be locked into inadequate regional an-
chors, for example, if the dominant country in a regional arrangement is more
restrictive, imparting a protectionist bias to the whole arrangement. This is
the other side of the coin of positive demonstration effects, a kind of
Gresham’s law whereby bad economic and trade policies could easily
drive out the good ones. There is the related danger that regional inte-
gration builds up vested interests—especially suppliers in partner
countries—that oppose multilateral liberalization.

Finally, there is the broader political context that Africa has to contend
with or operate within. In light of the various conflicts, political differ-
ences, and civil strifes, it is perhaps not surprising that there has not
been a broad commitment to regional goals. After all, this commitment
necessarily implies a ceding of sovereignty on economic and financial
matters that countries may be unwilling or unprepared to accept. Un-
less this political will exists, nationalist considerations will prevail
over regional aspirations.

Conclusions

Regional initiatives can be an effective additional instrument to ac-
celerate economic growth and facilitate the integration of African
econemies into the world economy. But to play this role, the regional
arrangements must emphasize broad liberalization of domestic poli-
cies, promote the transmission of good policies through peer pres-
sures, and nurture efficient domestic and regional institutions. In the
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African context, many dangers lurk on this path: overambitious goals,
overbureaucratization, multiplicity of overlapping initiatives, and
weak political will and vision. These traps and pitfalls need to be
avoided so that regional arrangements can be building blocks for—not
stumbling blocks to——better, more open, and more efficient economic
policies in general.



Regional Integration, Trade, and
Foreign Direct Investment
in Sub-Saharan Africa

Ibrahim A. Elbadawi and Francis M. Mwega

At least in terms of pronouncements and declaration, the political
commitment to regional integration in sub-Saharan Africa has been
very high, despite changes in ideology and approaches to economic
development during the past three decades or so. Indeed, many
African countries have, for example, equated increased intra-African
trade with self-reliant policies required to break from the economically
“dependent” trading patterns established during the colonial period
{Berg and Associates, 1988). However, most of the available evidence
suggests that the African regional integration experience has been
rather disappointing, to say the least {(e.g., Foroutan, 1893; Elbadawi,
1997). Some of the problems are related to the design features of the
African regional integration schemes, such as the lack of mechanism
for compensation in cases where benefits were very skewed (Fine and
Yeo, 1994). A further and more fundamental criticism is that African re-
gional integration schemes were conceived under a regime of foreign
exchange controls and restrictive unilateral trade policies. This has not
only aggravated the problems of highly skewed benefits between
countries within the schemes {Foroutan, 1993), but it has also rendered
many of the arrangements adopted by these schemes to be incompati-
ble with the post-mid-1980s waves of unilateral foreign trade and for-
eign exchange liberalization, adopted by many reforming African
countries as part of their structural adjustment programs. Another fun-
damental criticism is that given the too similar set of endowments
across African countries, regional integration schemes should not be
expected to be better than unilateral trade liberalization in terms of
trade creation {Collier and Gunning, 1993).

However, aside from the above Vinerian argument, trade-liberaliz-
ing regional integration may in fact eventually dominate unilateral
trade liberalization, both in trade creation as well as in attraction of

The views expressed in this chapter do not necessarily represented the official view of the
African Economic Research Consortium.
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FDI. First, regional integration could provide a better lock-in mecha-
nism (against policy reversals) for trade and other economic reforms
than the one provided by multilateral and bilateral aid conditionality.
Collier and Gunning {1993) argue that a regional scheme could pro-
vide a basis for a group of self-governing African countries to form a
free trade area and to offer reciprocat free trade to a major external
trading partner (for example, the European Union). The threat of los-
ing, for example, privileged access to European markets, FDI, and
transfer of technology, among others, would prevent pelicy reversals
and therefore enhance the credibility of policy reforms. Even though,
according to this perspective, the primary aim of regional integration
is not to directly promote trade or FDJ, it in fact provides a powerful
stimulus to do both indirectly through enhanced credibility of eco-
nomic reforms {Collier and Gunning, 1993}.

The second set of arguments for economic integration is based on its
role as an engine of growth. For example, Krugman {1991a)! empha-
sizes the importance of economies of scale and economic geography. It
is argued that deeper economic integration in a given region could
permit expansion of the regional economy to generate the threshold
scales necessary to trigger the much needed strategic complementar-
ity, and to attract adequate levels of investment {especially FDI} neces-
sary for the development of modern manufacturing cores and the
transfer of technology within the region. Given the relatively small
scale (both in terms of output level and population size) of the typical
African economy, there seems to be a strong a priori case for regional
integration on purely normative economic grounds. The empirical ev-
idence from the endogenous growth literature suggests important im-
plications for country-specific growth of regional spillover effects of
investment, both on physical and human capital. In addition, the level
of regicnal instability was shown to have had significant impact on in-
dividual country growth performances. In fact, when these regicnal
spillovers are taken into consideration, the “African dummy” ceases to
be significant in the usual endogenous-growth cross-country regres-
sions {Chua, 1993a, 1993b; Ades and Chua, 1993; Easterly and Levine,
1994). Also, Fine and Yeo (1994} argue that while there is at best mixed
evidence directly linking regional integration to economic growth, the
experiences of postwar Europe and more recently of East Asia suggest
that regional integration has conferred policy credibility at the national
level as well as fostered FDI initially and then higher saving and in-

'A review of a range of views on the potential role of regional integration as an engine of
growth for sub-Saharan Africa is provided in Elbadawi and Nduly {1994).
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vestment within the region at a later stage. Both policy credibility and
broad capital accumulation were credited for the stellar growth per-
formance of East Asia (Young, 1994).

As we indicated above, the African regional integration schemes
have been associated with low intra-African trade as well as low FDL
The second section of this chapter provides a brief analysis of the trade
and FDI flows during the last twao decades of the 1970-90 period. To
assess the role, if any, of African regional integration schemes in pro-
moting trade and investment, we must estimate the marginal contri-
bution of these schemes in behavioral medels that also control for
other determinants. The third section uses estimates of an extended
gravity model for trade in sub-Saharan Africa (obtained from El-
badawi, 1997) to analyze the marginal effect of African regional inte-
gration schemes on intra- and inter-African trade. The fourth section
estimates a panel regression of an FDI moedel, and uses it to assess the
impact of regional integration schemes on FDI in sub-Saharan Africa.
The fifth section concludes.

Regional Integration and Economic Performance

A rather varied menu of regional integration schemes spans almost
the entire space of sub-Saharan Africa. The stated objectives of these
schemes range from cooperation between neighboring states in a lim-
ited set of policy areas, for example, the Southern African Develop-
ment Coordination Conference (SADCCQ); to complete trade and mon-
etary integration, for example, UDEAC; or to currency union and
capital and labor market integration, for example, the SACU.2 More re-
cent developments aimed at reforming and further deepening these
schemes include the accession of South Africa to SADCC to form the
SADC; the integration of CEAQ with the UMOA in a new bloc, the
UEMOA, which as before will be externaily anchored by France; and
preparation for similar arrangements for francophone Central Africa,
through the merger of the BEAC and UDEAC.? There are two further

Table 1 below gives the country groupings and key economic indicators for African and
other regional integration schemes. For a more detailed account containing additional infor-
mation of the objectives and record of achievements of various schemes, see Table 8.2 of
Foroutan (1993} and Table 1 of Lyakurwa and others (19%3).

In terms of membership, the mergers in francophone West Africa are not that consequen-
tial: the CEAC and the UMOA are almost identical in terms of member countries, since the
former includes in addition to Mauritania all the members of the latter except Togo (Togo and
Guinea are observers in the CEAO); and the UDEAC is identical to the BEAC. However, Fine
and Yeo {1994} argue that the UEMCA arrangement “is more than cosmetic, and marks a rad-
ical departure from the past.”
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arrangements involving the extension of SACU to include other coun-
tries in Southern Africa (at this stage conjectural} and the revival of the
defunct East African Community (Fine and Yeo, 1994).

Another major distinguishing characteristic stems from the extent of
geographical coverage of the regional integration schemes. For exam-
ple, ECOWAS and the PTA represent the vision of the ECA, which ar-
gues that regional groupings in Africa should be made up of a large
number of countries to allow development of sufficiently large inter-
nal markets, which are necessary to support the process of Africa’s in-
dustrialization.* Conversely, the rest of the schemes are based on a
strategy of promoting regional objectives among smaller and hope-
fully more homogenous neighboring countries.

Unfortunately, trade and FDI data pertaining to the two decades of
the 1970-90 period, which encompasses the life span of most of the ex-
isting regional integration schemes in sub-Saharan Africa, reveals that
FDI in the region and in the individual schemes as well as intrare-
gional trade and even most intrascheme trade has not only been mi-
nuscule but nearly stationary as well (Table 1). As indicated above, the
“apparent” failure of regionalism in sub-Saharan Africa as reflected by
trade flows can at least in part be attributed to the highly protectionist
national trade policies that prevailed for much of the 1970-90 period
throughout the region; fiscal revenue constraints; the very skewed na-
ture of costs and benefits of integration across countries in the
schemes; and the associated difficulty in devising sustainable com-
pensation schemes from the gainer to the losers (Foroutan, 1993). At a
more general level, it is argued that the dominant role of the state in
African regional initiatives resulted in the marginalization of an al-
ready weak private sector, and hence its potentially critical contribu-
tion to the success of regional integration could not be realized (Fine
and Yeo, 1994). Inn the case of FDI, the problem of policy credibility
even for those countries that started economic reforms; the lack of
strong and stable institutional mechanism for protection of property
rights; as well as the relatively poor human capital base in most of the
countries in the region are the main factors behind the small flows.

However, some argue that the notable exceptions to the above have
been the cases of SADCC, SACU, and to some extent CEAQO. All of the
three cases have been distinguished either by the availability of sub-
stantial external support, as in the case of SADCC, or the participation

iAccording to this view, no more than four such regional groupings should exist in Africa:
North, West, Central, and East and Scuth. Thus the PTA, like its West African counterpart,
ECOWAS, received the active support of the ECA { eg., Foroutan, 1993).
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of a dominant regional or Northern partner, as in the cases of SACU
and CEAO.S

The above conclusions regarding the limited success, if not the fail-
ure of regional integration in sub-Saharan Africa, remain largely in-
dicative, since without conditioning for other determinants of FDI or
bilateral trade flows, it will be difficult to ascribe the evolution of intra-
scheme trade flows or FDI only to the scheme effect. Estimating the
marginal effect of regional integration schemes on trade and FDI will
be, respectively, addressed in the next two sections.

The Trade Effects of Regional Integration

The standard empirical model for investigating patterns of bilateral
trade is the gravity model. Elbadawi (1997) specifies and estimates an
extended gravity model. In addition to the traditional set of variables
that influence the absolute trade potential of a country, the model also
accounts for three extensions: two channels of exchange rate effects
(exchange rate variability and exchange rate misalignment, relative to
a notional equilibrium) and a trade diversion effect of regional inte-
gration schemes (in addition to the usual within scheme trade effect).
The absolute trade potential of a country depends on its total economic
size {(nominal GDP} and the trade intensity {the ratio of trade to GDP).
[n turn, the trade intensity is determined by economic factors (such as
the level of development, proxied by nominal GDP per capita,
GDPPC); geographic characteristics {such as the area size, the distance
between the economic centers of gravity in the two countries, whether
or not the two countries have a common border, and whether the
country is an island); and policy and political inducements {or barri-
ers) to trade such as trade, currency, or regional cooperation schemes;
and cultural or historical ties, such as a common language or colonial
relationships.

An additional variable frequently included in recent versions of
gravity models {e.g., Foroutan and Pritchett, 1993; Havrylyshyn and
Pritchett, 1991; Montenegro and Soto, 1994) is designed to test two hy-
potheses related to the effect of the differences between two countries’
levels of per capita income. On the one hand, countries with similar

The “frontline” countries of SADCC received significant external support in their bid to
minimize their economies’ dependence on predemocratic South Africa. Furthermore, the suc-
cess of SADCC is also credited to the limited set of objectives set forth for the scheme. In the
other two schemes, the willingness of South Africa to provide adequate compensation to other
smaller countries in SACU, and of France to guarantee convertibility in CEAO, are among the
major factors behind their relative suecess {Foroutan, 1993).
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living standards could realize a higher level of intra-industry trade to
the extent that they share a broader range of gooeds to trade (the so-
called Linder Hypothesis}. On the other hand, to the extent that differ-
ences in GDP per capita are highly correlated with differences in fac-
tor endowments, interindustry trade driven by comparative
advantage could be smaller between countries with similar levels of
income.
The model is formally stated in equation 1 below.

Tj;' = BQ + Bilog(GDPI GDP;) + leOg{GDPPC; M GDPPC;)
+ B3log(AREA;- AREA) + Blog(ISLAND)) + BslogDISTANCE;
+ BsBORDER;; + Bylog | GDPPC; - GDPPC;
+ BeLANGUAGE; + BoRK1) + BioRIQ)x + BuRERVAR;;
+ BU_REROVER” (1)

In this equation, ISLAND; is a dummy if [ is an island; BORDER;; is
a dummy if i,j share a common border; LANGUAGE; is a set of
dummy variables if countries i,j share a similar language {; RI{1}jx is a
dummy reflecting trade diversion effect of RI® scheme k between coun-
tries 1,/ and is equal to one if only one country belongs to the scheme.
RI(2)iix is a dummy reflecting trade creation effect of scheme k and is
equal to one if both countries ij belong to the scheme k. Finally,
RERVAR and REROVER stand for real exchange rate variability and
real exchange rate overvaluation, respectively. RERVAR and
REROVER are defined as follows: RERVAR = standard deviation of the
change of log RER;; REROVER;; = log [(average (RER))/RER)*(aver-
age (RER;)/RER))], where RER;; = RER;/RER;. RER is defined as the rel-
ative price of tradables to nontradables, and average (RER) is the av-
erage for the 1970-72 period.”

The multiplicative forms of GDP and GDP per capita in the equation
are empirically well established in bilateral trade regressions. The jus-
tification for this specification can be provided from the modern the-
ory of trade under imperfect competition, which implies that trade be-
tween two equal-sized countries (say, of size 0.5) will be greater than
trade between a large country and a small country {say, of size 0.9 and

6Various regional integration schemes are listed in Table 1, which includes all trade arrange-
ments as well as currency union arrangements: CEAQ, UDEAC, and Rand Monetary Area
{which includes ali SACU countries except Botswana).

For a review of the concept of real exchange rate overvaluation and its calculation relative
to a behavioral empirical model of the equilibrium real exchange rate see Elbadawi (1997).
This particular measure is 2 simple approach based on purchasing power parity, which as-
sumes the actual rate for 1970-72 to be consistent with equilibrium behavior for the entire
period.
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0.1} (Frankel and Wei, 1993}. The property of models based on imper-
fect competition, such as gravity models that include only multiplica-
tive terms on incomes, does not account for the classical Heckscher-
Ohlin theory of comparative advantage, however® Fortunately, this
limitation does not apply to the model used in this analysis, since the
added terms of the per capita income differences allow estimating a
Heckscher-Ohlin type comparative advantage effect.

Qur model accounts for both the potential trade creation effects
within the trade/currency union scheme and their possible trade di-
version influences {vis-a-vis nonmembers). The trade creation effect
within the union is rather straightforward. It derives from proactive
preferential trade arrangements in the case of trade schemes, while
currercy unions confer on their members the benefits of currency con-
vertibility (at least within the union) and monetary and exchange rate
stability (that is, low levels of bilateral RERVAR). However, to the ex-
tent that macroeconomic policy is not sufficiently restrained to support
the currency peg, substantial real exchange rate appreciation and pos-
sibly reai exchange rate overvaluation (that is, high REROVER) may
ensue. Furthermore, attempts to defend the union in the face of this
adversity can lead to restrictive trade policy (O'Connell, 1994). Hence,
just as with trade integration schemes, currency unions can lead to
trade diversion. The model accounts for this possibility as well. Finally,
it is interesting to test the incremental trade creation/diversion effects
of trade/currency union schemes after controlling for the real ex-
change rate effects (RERVAR and RERCVER) that reflect the incompat-
ibility of macroeconomic policy for a given trade regime?

Given that trade flows (the dependent variables) are bounded from
below by zero, estimation by ordinary Jeast squares (OLS) will pro-
duce inconsistent parameter estimates and may generate negative pre-
dicted trade flows. Also, as noted by Montenegro and Soto (1994}, al-
ternative OLS procedures based on eliminating zeros, or replacing
them with arbitrary small values, tend to bias the results. Inclusion of
zeros is desirable since these observations may contain information on
reasons why low levels of trade are sometimes observed. This could be
of particular importance in sub-Saharan Africa, where many countries
within and outside Africa do not trade extensively with the region.1¢

*See Helpman (1987) and Helpman and Krugman (1983}, section 1.5,

“While Frankel and Wei (1993} include a measure of real exchange rate variability in their
gravity model, ours is perhaps the first application of the model that also adds a measure of
real exchange rate overvaluation as well.

MEichengreen and Irwin (1993} noted the relevance of this issue for the case of interwar
trade.
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The appropriate estimation method here is the Tebit model, which al-
lows consistent estimation of censored dependent variables, as in our
case.!! To minimize the effect of extreme observations on the estimates,
we use the double logarithmic specification, which also yields direct
elasticity estimates for the quantitative independent variables.!?

Elbadawi {1997} estimates the above model for a sample of 62 re-
porting countries,!* of which 28 are in sub-Saharan Africa. The sample
of reporting countries was restricted to include only those non-sub-Sa-
haran African countries with per capita GDP less than $3,00014 (for
more details see Appendix Table 1 of Elbadawi, 1997). Furthermore,
the above model was estimated for two periods (1980-84 and 1986-90),
where trade flows are represented by import flows. The results of the
Tobit estimation for the full model are presented in Table 2. In addi-
tion, Table 3 reports the marginal contributicn of regional integration
schemes with and without controlling for exchange rate policy {addi-
tional estimation results are reported in Elbadawi, 1997). As expected,
the empirical performance of the model is consistent with its reputa-
tion in this literature.’> According to the results in Table 2, almost all
the traditional variables of the gravity model are significant and have
plausible signs. However, there are some interesting differences across
time (Elbadawi, 1997, provides a detailed analysis of these traditional
effects).

The derived elasticity estimates of the impact of regional integration
schemes on trade flows for both of the first and second halves of the
1980s—controtling for traditional gravity model variables but not for
exchange rate policy—are reported in panel (1) of Table 3. Panel (2) of

IlAnother advantage of Tobit specifications is the use of maximum likelihood technique
yield parameters, which are extremely reliable even when the sample is rather small {Ser and
Matuszewski, 1991). In our case, the relatively large sample of 5,104 observations shouid en-
hance the confidence in the estimation results.

12The elasticities for the qualitative variables are given as the exponential of the estimated
coefficients.

13The total of 62 reporting countries and 42 partner countries generated 62 x (62 - 1} + 42 x
62 = 6,386 observations on bilateral trade flows. However, due to data unavailability for some
right hand side variables in the extended model {Table 2), only 5,104 observations were avail-
able for Table 2's regressiuns.

HWe follow Foroutan and Pritchett {1993} to make this restriction to ensure that the set of re-
porting countries includes mostly low-income countries that, it is hoped, share the same eco-
nomic characteristics,

13An imperfect measure of the empiricat performance of the model is the degree of fit given
by the derived Pseudo RZ, which ranges from 0.133 for the smaller model of Appendix Table
2 of Elbadawi {1997} to 0.154 for the full model of Table 2. This, of course, is not exceptional,
but it remnains admissible for cross-sectional regressions, However, the key test is the ability to
corroborate the predictions of the mode! in terms of the significance of individual effects,
which was met by our empirical resulits.
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Table 2. Average Gravity Model Estimates: Sub-Saharan Africa
and Low-Income Countries in Other Regions

Imports, 1980-842 Imports, 1986-902
Variable! Coefficient t-statistic Coefficient t-statistic
Standard gravity model
Constant -6.93 -£.79 -9.08 -9.23
log{DISTANCE,) -1.79 -19.43 -1.72 -19.42
BORDER, 1.02 2.73 Q.18 .49
{SLAND; 0.06 0.26 =0.11 0.5
log{AREA;, AREA) -0.35 -12.29 0.37 17.04
log{GDP.GOP) 1.60 397 0.26 13.52
log{ GOPPC.GDPPC) o.m 0.24 1.26 242
LINDER: loglGDPPC, = GDPPG| 0.14 2.66 0.51 10.01
LANGUAGE,;
English 0.35 1.58 0.36 1.72
Spanish 1.70 5.83 1.42 513
French 1.95 4.89 1.49 3.81
Arabic 0.49 1.14 -0.26 -0.63
Portuguese 1.89 0.55 0.83 0.25
Swahili 1.79 1.23 2.06 1.43
Regional trade and
monetary schemes
Within bloc;
ECOWAS? 0.13 0.67 -0.22 -1.2
CEAQ 3.56 2.44 1.31 0.93
UDEAC 2.37 0.96 -2.61 -1.09
CEPGL 37 1.48 1.73 1.48
PTA 2.29 4.58 0.35 0.74
SADCC -1.83 -1.2 0.38 0.26
LAFTA 0.73 1.41 0.04 0.08
CACM -1.69 -1.96 0.81 0.98
ASEAN -0.36 -0.45 2.03 268
Bloc members,:
ECOWAS?
CEAQ 0.36 1.64 —1.44 -6.89
UDEAC -0.23 -0.89 -2.94 -12.48
CEPGL -1.98 -7.79 -1.53 -6.18
PTA -0.00 -0.02 -0.64 —4.12
SADCC -0.33 -1.4 0.39 1.79
LAFTA. -0.53 -3.32 -1.12 -8.19
CACM -2.08 =-11.74 -0.92 -5.36
ASEAN 0.66 4.31 2.1 14,27
Macroeconomic policy stance
RERVAR, —0.36 —4.86 -0.41 -7.61
REROVER, ~{0.03 3986 0.00 0.54
Pseudo R2 Q0.1537 01495
Number of cbservations 5,104 5,104

'BORDER, =1, if country J and | share the same border. ISLAND, = 1, if country i is an island, LANMGUACE,
=1, if country i and j share the same language. Within bloc, = 1, if both countries belong to the same bloc,
Bloc member, = 1, if gither country f or { (ot both) beleng to the same bloc.

RER, ovig{RER)  ovgl{RER)
R, = Vor |! —_— = Pabi i i E
RERVAR, = Vor [_\ch ( a0 )] and REROVER, !og[ s e 5 ]
-
P
The dependent variables are estimated in logs (for values = ).

Because of multicollinearity, the effects due to ECOWAS could not be decomposed into within bloc and
bloc members; therefore, the estimated coefficient for ECOWAS reflects the net effect,

where RER = £

and avg (RER) is far (1970-72).
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Table 3. The Marginal Contribution of Regional Integration Schemes
and Exchange Rate Policy in Determining Bilateral Trade Flows
{Derived elasticities)!

1980-84 1986-90

Within Scheme Total Within Scheme Total
Regional Integration Scheme  scheme  effect  effect  scheme effect  effect

(1) Regicnal integration only
(Appendix Table 3 estimates)!

ECOWAS 1.32 ce 132 -195 ... -195
CEAQ 32.07 NS 3207 NS 259 -2.59
UDEAC NS NS NS -N$ 1320 -13.20
CEPGL NS -7.61 -7.61 NS 422 422
PTA 3.50 —NS§ 3.50 -NS 190 -1.90
SADCC -3.89 -N§  -3.89 -N5 NS -NS
LAFTA NS 208 -2.08 NS 253 -2.53
CACM -5.96 -7.77 -13.73 -N§ 397 -397
ASEAN -NS 2.14 214 1182  12.81 2443

{2) Regicnal integration and
exchange rate policy
(Table 2 estimates)!

ECOWAS NS cas NS -N5 L. - NS
CEAO 35.16 1.43  36.60 NS 422 422
UDEAC N3 -N5 NS -NS  -18.92 -1892
CEPGL NS 7.24  -7.24 NS —4.62 4.62
PTA 2.97 -NS 9.87 NS -1.84 -1.84
SADCC ~NC -NC -NC NS -1.48 -1.48
LAFTA NS -1.70 -1.70 N3 -3.06 -3.06
CACM -542 -B.00 -13.42 N3 -2.51 2.5
ASEAN -N5S 1.93 1.93 7.61 817 1578
RERVAR, . ... D36 cen A L
RERCVER; . ... 003 S . -N$§
Total RER s ... 039 R U EL

“NS” means not significant.
'The elasticity estimates of this table for the regional integration effects are derived as exponen-
tials of the estimated caefficient of Table 2 and Appendix Table 3 of Elbadawi {1997).

the table reports the corresponding derived estimates when the effect
of exchange rate policy was accounted for as well. The estimates of
panel (1) were based on Appendix Table 3 of Elbadawi (1997), while
those of panel (2) were based on Table 2. The analysis that follows has
these objectives: to establish some evidence on the relative effective-
ness of the African regional integration schemes compared with other
schemes over time; to compare and contrast performances of some se-
lected regional integration schemes; to assess the independent effect of
exchange rate policy over time, and the implied effect through the re-
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gional integration schemes; and to assess the incremental effect of cur-
rency union within trade blocs, by comparing the performances of
ECOWAS to that of CEAO (which is a sub-ECOWAS trade and cur-
rency bloc), and the performances of UDEAC (a currency and trade
bloc in central Africa) to that of CEPGL (a trade but not a currency bloc
within the central Africa region).

First, we describe the derived incremental elasticity estimates of the
regional integration schemes, controlling for the traditional gravity de-
terminants but not for the effects of exchange rate policy.

Starting with the 1980-84 period, the estimates of panel (1} of Table
3 suggest that, in general, the African regional integration schemes
fared better than LAFTA and CACM. On average, the presence of
African schemes enhanced intra-scheme imports by about 31 percent
without causing trade diversion effects. This compares with negative
trade diversion effects for LAFTA (by more than 100 percent) and
CACM (by more than 700 percent), including a further negative effect
on intra-scheme trade that in the case of CACM led to a total negative
effect on trade of about 1,300 percent!'® The exception was ASEAN,
which despite the lack of evidence for enhanced import trade within
the bloc, did lead to import trade creation with partners outside the
bloc by more than 100 percent. Further, there was also considerable di-
versity within the African regional schemes, with CEAQ increasing
import flows within the block by a staggering 32 times without creat-
ing trade diversion, compared with CEPGL, which caused significant
trade diversion by 7.6 times without enhancing intra-CEPGL import
flows, and SADCC, which reduced intra-SADCC imports by about 4
times. In between, ECOWAS (PTA) enhanced total (intrabloc) imports
by 32 percent {250 percent), while UDEAC had a completely neutral
effect.

During the second half of the 1980s, however, the story changed dra-
matically. The performance of four African regional blocs worsened
considerably, especially the two currency blocs, CEAO and UDEAC,
which diverted import trade by 160 percent and 1,200 percent, respec-
tively, without positively enhancing intrabloc trade. Compared with
the first period, the performance of ECOWAS and PTA also deterio-
rated, albeit less dramatically, with the first reducing total ECOWAS
imports by 95 percent and the latter diverting import trade by 90 per-
cent without leading to increased intra-PTA imports. The exceptions

15These estimates may appear implausible; however, they are consistent with other esti-
mates in the literature (for example, Frankel and Wei, 1993; Foroutan and Pritchett, 1993; Mon-
tenegro and Soto, 1994},
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were SADCC, which had a neutral effect on import flows, and CEPGL,
which reduced its trade diversion effect from 660 to 320 percent be-
tween the two periods. Conversely, even though the total effect on im-
port trade of LAFTA and CACM was still negative, it worsened only
slightly for the case of LAFTA and improved for the case of CACM.
However, the most dramatic improvement happened in the ASEAN
bloc, which increased total trade by a staggering 25 times, more than
50 percent of which was due to trade creation with partners outside
the bloc.

To the extent that exchange rate policy should influence bilateral
trade flows, as we argued above, the results discussed above may
overstate the effects of regional schemes. Therefore, we here describe
the derived incremental elasticity estimates of exchange rate policy
and of the regional integration schemes, controlling for the traditional
gravity determinants.

The estimates of panel (2) of Table 3 include the effects of exchange
rate policy as well as the regional blocs for imports and exports, re-
spectively. Quantitatively, the direct effects of the two components of
exchange rate policy (RERVAR and REROVER) are rather small. The
elasticity estimates for RERVAR were —0.36 for 1980-84 and —0.41 for
1986-90; for REROVER, they were only significant for the first period
and were much smaller at -0.03. These results are consistent with those
estimated by Frankel and Wei (1993} for trade flows between major re-
gional trade and currency blocs in Europe, North America, and Asia.!”

However, as argued by Frankel and Wei (1993), the direct effect of
real exchange rate policy on trade flows may not tell the whole story
about the potential role of exchange rate policy. Also, as we argued
above, the full effect of RERVAR or REROVER may be confounded by
the effects of regional blocs, especially currency unions. For example,
intrabloc RERVAR and REROVER are much smaller in CEAO and
UDEAC compared with the sub-Saharan African-wide median aver-
age. Indeed, accounting for the exchange rate policy does lead to
changes in the order of magnitudes of the regional blocs’ effects, and
in some cases the changes are quite substantial.

Subscribing to the above discussion, when controlling for exchange
rate policy the estimates of the regional scheme effects suggest the fol-
lowing broad observations.

First, if anything, the average performance in the first period of the
African regional blocs relative to the others was even more impressive.
For example, CEAO slightly improved its performance, UDEAC re-

"However, Frankel and Wei (1993) only consider the effect of real exchange rate variability.
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mained neutral as before, the bias against trade estimated for CEPGL
remained virtually the same, while PTA’s effect on intrabloc import
flows was much higher (it increased imports by 10 times) and
SADCC's effect on trade was in fact neutral rather than negative. The
exception was ECOWAS, for which the small but positive effect on
total import flows appears to be accounted for by exchange rate policy.
Conversely, the effects of the non-African regional blocs did not change
much. It is clear from this evidence that once we control for the effect
of exchange rate policy, some of the African regional blocs had signifi-
cant positive influence on intrabloc import flows (PTA) or at least a
neutral effect (SADCC). The evidence is consistent with the relatively
sizable RERVAR found in these two blocs during the 1980-84 period.

Second, during the second half of the 1980s, accounting for exchange
rate policy results in some interesting differences from the pattern of
changes observed for the first half of the decade. The performance of
two African trade blocs (ECOWAS and SADCC) was actually better
when we controlled for exchange rate policy effect, while the perfor-
mances of PTA and CEPCL remained similar to the case when ex-
change rate policy was not accounted for. Conversely, when control-
ling for exchange rate policy, the already bad performance of the tweo
African monetary unions deteriorated further in the second period,
with CEAO and UDEAC reducing total imports by more than 4 times
and by about 19 times, respectively, As for the three non-African blocs,
controlling for exchange rate policy led to a slight reduction (increase)
in the negative effect of import trade diversion of CACM (LAFTA),
while the performance of ASEAN was still remarkable though its total
positive effect reduced to about 16 times. The evidence suggests that
the effect of exchange rate policy {especially RERVAR) was much
higher in ECOWAS, SADCC, and CACM than the other blocs. Hence,
exchange rate policy had deleterious effects on import flows in these
blocs, while in CEAQ, UDEAC, and ASEAN some of the credit should
go o exchange rate policy, which successfully produced relatively
more stable exchange rates.!®

8The fact that the “incremental” trade performance of CEAQ and UDEAC as regional blocs
was even worse in the second period when we control for the effects of exchange rate policy,
could have three—not necessarily mutually exclusive—explanations: {1} that RERVAR, which
remains low in CEAQ and UDEAC, is more important as a bilateral trade determinant than
REROVER. which was very substantial in both blocs during the second period {see Table 1);
{2} that there were factors influencing the observed overall worsening of econemic conditions
in the two blocs in the second period that are also confounded with the bloc effects; and /or
(3 that the purchasing-power-parity-based measure of REROVER used in the chapter is not a
good measure of the true real exchange rate overvaluation in the two blocs during the 1986-90
period.
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Third, the comparison of the estimates of regional block effects
across the two periods, when adjusting for exchange rate policy, re-
veals that the performance of the African blocks generally worsened,
especially the performance of CEAO and UDEAC, the exception being
SADCC. Conversely, to some extent CACM negative impact on import
flows declined, but the most dramatic change was the increase of the
total trade creation effect of the ASEAN from about 2 times in 1980-84
to a spectacular 16 times in 1986-90, 50 percent of which was due to
trade creation with trading partners outside the ASEAN block.

Regional Integration Schemes and FDI

While there has been some turnaround for those African countries
implementing reforms, growth has been too slow for these countries to
converge with the other regions or to make a dent on the poverty that
is pervasive in the region (World Bank, 1994}, It is generally agreed
that a key factor accounting for this worrisome fragility of growth re-
covery in the various countries in the region is the slow response of
both domestic investment and FDI to reforms, with Africa receiving
only about 2-3 percent of the world’'s FDI.

Regional integration schemes are widely seen as being one of the
key factors to progress and one on whose success foreign direct in-
vestment is expected to be boosted {(Cockcroft and Riddell, 1991).
Many African countries are too small and balkanized to provide sub-
stantial economies of scale to encourage investment, with only five
countries having a population of more than 30 million (8 countries
have a population of less that 1 million, and 14 have 1 to 4 million),
while 15 countries are landlocked. It is argued that FDI would increase
investment and relieve foreign exchange shortages both directly and
indirectly if invested in importables or exportables. FDI would also
lead to an expansion in productive and technological capacity, and an
increase in skill levels and employment besides the standard multi-
plier effects on the economy.' As discussed above, regional integra-

19FD] however may induce a reduction in domeslic savings and investment rates by stifling
competition through exclusive production agreements with the host government. A domi-
nance of FDI may adversely influence the development of indigenous entrepreneurship. Due
to liberal tax concessions, excessive investment allowances, disguised public subsidies, and
tariff protection often provided to foreign companies by the host governuments, FDI's contri-
bution to public revenue via corporate taxes may be less than optimal. Indeed, the theory of
immiserizing growth might well apply. In a distorted market, FDI may produce negative
value added at world prices accompanied by repatriation of prefits and dividends {Fry, 1993;
Ekpo, 1996).
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tion schemes may also provide credibility to economic policies pur-
sued by African countries (Collier, 1991).

This section analyzes the extent to which regional integration
schemes have been effective in promoting FDI in African countries. We
consider five broad factor categories likely to influence FDI as in pri-
vate domestic investment {Elbadawi and others, 1997). First is basic
“fundamentals,” which include the profitability of FDI as affected by
projected returns in the country or subregion vis-a-vis other areas
proxied by the real rate of economic growth {(RGDPGR). More recently,
the list of fundamentals has been extended to include human capital
proxied by the average years of schooling (SCHOOLY), and the size of
the market and regional spillover effects proxied by regional GDP
(RRPCGDP), which affect the productivity of fixed capital and there-
fore returns. These variables are expected to have a positive impact on
FDL

Second is macroeconomic policy variables, which in essence affect
the variability of prices and interest rates and therefore the expected
net returns on FDI. Macroeconomic policy in the context of this chap-
ter is proxied by the real exchange rate (RER} and the fiscal balance in-
come ratio {(FBY} as well as their variability (CVRER and CVFBY, re-
spectively) as measured by their five-year moving average coefficients
of variation. A depreciation of the real exchange rate can be expected
to encourage FDI inflows and to discourage outflows. Conversely,
while a rise in the budget deficit may have a positive impact on FDI
through its expansionary effects, it may reduce FDI by raising the real
cost of bank credit {if firms borrow domestically) and hence increase
the opportunity cost of retained earnings. Another important policy
variable is the openness to trade (OPEN), which determines the ease of
transfers across borders as affected by exchange controls. There is also
a widespread perception that open economies encourage more confi-
dence and hence FDI (Singh and Jun, 1995).

Third is public investment income ratio (/GY), which to the extent
that it raises capacity crowds in FDI. State involvement in commercial
activities and budgetary financing of these activities may, however,
crowd out FDI The interest therefore is to determine its net effect.

Fourth is the impact of the external shocks captured by terms of
trade (TOT) and their variability (CVTOT). In addition, external debt is
accounted for through three channels: first, current debt to GDP (DY),
which is expected to be positively associated with FDI since contrac-
tion of current debt could help relax budget constraints and hence
leverage FDI; second, the debt overhang {proxied by squared lagged
DY}, which reflects past debt accumulation and which is expected to
be negatively associated with FDI; and third, the debt service ratio
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{DSX), which captures the liquidity and solvency constraints imposed
by the debt burden.

Fifth is risks associated with the sociopelitical environment as well
as the quality of institutions. The quality of institutions (ICRGE) en-
compasses bureaucratic red tape involved in undertaking investment
and safeguards for property rights.2 Removing restrictions and pro-
viding a good business operating environment will positively affect
FDI flows. Good administration of justice, respect for property rights,
freedom from political intrusion in private business, low corruption,
transparency, and low red tape will promote FDI. Political risks en-
compass perceptions regarding the likelihood of civil unrest, instabil-
ity of government, and violation of civil liberties. The factors included
under this category are revolutions in sub-Saharan Africa
(REVOL5SA), which reflect change of government, and presence of
civil wars in Sub-Saharan Africa {IWWARSSA), which can be expected to
reduce FDI.2t

As Elbadawi and others {1997} point out with respect to the deter-
minants of private investment, while the focus is mainly on assessing
the effects of the current and prospective changes in the above vari-
ables on FDI, there are two dimensions of the problem at hand that
need to be highlighted. First is the lingering negative effects of bad
reputation on investment related to the previous preponderance of
policy malpractice, lack of policy credibility, policy reversals, and po-
litical instability. The effects of bad reputation linger on for a long time,
which exacerbates the tendency of the investors to wait before com-
mitting resources to irreversible investment. Hence there are long lags
in the influence on FDI. Second is the spillover effects of bad reputa-
tion or instability in a regional or subregional context. In the eyes of in-
vestors, bad reputation is shared in a neighborhood, introducing a re-
gional dimension to the problem of risk perception. These temporal
and spatial effects are partially captured by macroeconomic policy
variability, institutional and political variables as well as the regional
GDP.

The basic estimation equations are therefore the following, with the
indicated postulated direction of effects. The first equation includes an
African dummy to test whether the African results differ significantly

WICRGE is an index of ordinal ranking, with scores ranging from 0-10, higher score indicat-
ing higher quality of institutions. The components making up the index include rule of law,
corruption in government, quality of bureaucracy, repudiation of contacts, and expropriation
risk {Elbadawi and others, 1947},

IThe revolutions and civil war variables were not significant for ali the regions. These two
were thus constructed for Sub-Saharan Africa.
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from those of the other regions. Regional integration schemes are then
added in the second equation, where the various schemes are as de-
fined above.

REDIGDP = {RRPCGDP, RGDPGR, RER, CVRER, FBY, CVFBY,
OPEN, IGY, TOT, CVTOT, DY, DYL?, DSX, SCHOOL, ICRGE,
REVOLSSA, WARSSA, DAFR) 2

RFDIGDP = g(RRPCGDP, RGDPGR, RER, CVRER, FBY, CVFBY,
OPEN, IGY, TOT, CVTOT, DY, DYL?2, DSX, SCHOOL, ICRGE,
REVOLSSA, WARSSA, ECOWAS, CEAO, CEPGL, UDEAC,

PTA, SADCC, LAFTA, CACM, ASEAN) (3}

where RFDIGDP is the ratio of real FDI to real GDP; RRPCGDP is re-
gional GDP (+); RGDPGR is the country’s real income growth rate (+);
RER is real exchange rate (+) and CVRER(-) its variability; FBY is fis-
cal balance income ratio {+/-)} and CVFBY (-} its variability; OPEN is
degree of openness (+); IGY is the government investment ratio; TOT
is terms of trade (+) and CVTOT (-} its variability; DY is external debt
income ratio (+); DYL? is lagged DY squared (-); D5X is debt service
ratio (-); SCHOOL is average years of schooling {(+); ICRGE is quality
of institutions {+); REVOLSSA is number of revolutions in Africa (-);
WARSSA is the presence of civil war in Africa (-); and DAFR is the
Africa dummy (+/-).

These two models were estimated using panel data for 43 countries
during the period 1970-94. For at least those countries that receive
large flows, there are likely to be significant feedback effects from the
FDI ratio to economic growth, RER, and FBY. The latter were therefore
replaced by instrumental variables. The instruments used were lagged
values of these endogenous variables as well as the contemporaneous
values of the exogenous variables. The model was estimated using a
homoscedastic-consistent variance-covariance matrix.

Table 4 gives the random effects (generalized least squares) econo-
metric results. Most of the results conform with prior expectations.
While the coefficient of regional GDP is insignificant, that of economic
growth rate, which measures a country’s market potential, is signifi-
cantly and positively correlated with the FDI ratio. Both the macro-
economic variables—real exchange rate (RER} and the fiscal balance
ratio {FBY)—are also significantly correlated with the FDI ratio, at least
at the 10 percent level, although their variability is not. These results
suggest that a depreciation of the RER has a positive impact on net FDI
flows, while it is the expansionary effects of the fiscal balance that
dominate its impact on FDI. The degree of openness (OPEN]) also has
a positive influence on the FDI ratio, an important finding since
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Table 4. The FDI Model Estimates

Variable Coefficient t-statistic Coefficient t-statistic
RGDPGR 10.3364 2.27674 9.60698 2.106856
RRPCGDFP 0.000016 0.391261 0.000022 {.548145
RER 7.05243 229929 5.74806 1.85614
CVRER -0.0000016 -0.736875 -0.0000017 -0.749424
FBY 10.03%0 3.9884¢6 7.590135 2.84963
CVFBY -0.015047 -0.961624 -0.011665 -0.716512
OPEN 1.03105 2.79797 1.02961 281372
1GY -0.217597 -0.107522 ~0.481161 -0.205627
FoT -0.024203 -0.026860 -0.071848 -0.079165
CvVToT 0.527444 0.526195 -0.031921 -0.031109
Dy 1.64889 3.79365 1.40071% 3.22377
DYtz -0.100651 -0.814866 -0.098762 ~0.787751

DSX -1.39145 -2.58280 -1.41642 -2.53832
SCHOOL -0.253168 —0.704668 -0.334199 -0.958972
ICRGE 0.244243 2.2798% 0.238586 2.44680
REVOLSSA -1.57513 -2.12415 -1.4452 -1.4%101

WARSSA 1.29246 0.925016 215427 1.49767
DAFR -0.261103 -0.704231

ECOWAS -G.009731 -0.020323
CEAD -0.469592 -0.770184
LUDEAC —0.494984 —0.481639
PTA -0.79%709 -1.46517
SADCC 1.786%95 2.65285
LAFTA 0.412630 1.31718
CACM 0.728554 1.81207
ASEAN 0.589055 1.65065
Constant -0.908920 -0.450433 -0.853910 -0.427492
Adjusted R? 0.27 0.27

Ohservations 440 440

Standard error 1.25046 1.25805

SSR 592.6 58¢%.7

African countries are postulated to be among the least open in the
world {Collier and Gunning, 1997}. The government investment ratio
gives an insignificant effect on the FDI ratio, perhaps because it is
highly correlated with economic growth (0.49).

Terms of trade and their variability have highly insignificant coeffi-
cients. The external debt income ratio (DY) has a positive coefficient,
implying that the current debt stock stimulates FDI while its lagged
squared counterpart (DYL?) has an insignificant effect.?2 The debt ser-
vice ratio (D5X) has the expected negative (significant) coefficient.

2DY and DYL? are highly correlated {0.75), making it difficult to separate their effects.
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The average years of schooling have an insignificant effect on the
FDI ratio. The quality of institutions (JCRGE} has a positive significant
effect on FDI ratio, so that removing restrictions and providing good
business operating conditions encourages FDI. While the number of
revolutions in Africa (REVOLSSA) has a significant negative effect on
the FDI ratio in the basic equation, both the variable and presence of
civil war {(WARSS5A) have insignificant effects in the second equation.
Given the importance of economic and political risks to investment as
indicated by recent theory, this result and that for macroeconomic vari-
ability are rather surprising. (The African dummy is insignificant, sug-
gesting that the behavior of the FDI ratio in the region does not differ
significantly from that of the other regions after controlling for the var-
ious fundamentals.}

Table 4 also shows the results from replacing the African dummy
with five African regional integration schemes and including two re-
gional integration schemes in Central and South America as well as
ASEAN.22 As expected, the results show that, except for SADCC, the
African regional integration schemes have not significantly increased
the FDI ratio after taking into account the various fundamentals dis-
cussed above. The average FDI ratio was only 0.43 percent in CEAQO,
0.49 percent in ECOWAS, 1.38 percent in UDEAC, and 0.85 percent in
PTA, compared with 2.74 percent in SADCC in the study period. Over-
all, the results are consistent with Oyejide and others (1997), who pro-
vide a detailed discussion of African integration schemes.

In contrast, the results show that LAFTA, CACM, and ASEAN are as-
sociated with a higher FDI ratio {at least at the 20 percent level) over
and above what is explained by the various fundamentals. Surpris-
ingly, SADCC and CACM seem to have done better than ASEAN,
where FDI has grown at a slower pace than the rest of Asia {(Kamfai,
1997). The average FDI ratio was 1.48 percent in ASEAN in the study
pericd,

Conclusions

This chapter has attempted to analyze the impacts of African re-
gional integration schemes on trade and FDI. The marginal contribu-
tion of the African regional integration schemes was analyzed based
on an extended gravity model estimate obtained from previous work
(Elbadawi, 1997}, The analysis of the impact of African regional inte-
gration on FDI is based on panel data regressions of a behavioral

BCEPGE was omitted from the results because of missing data.
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model of FDI that also accounts for the effect of regional integration
schemes. Congistent with other evidence in the trade and investment
literatures, the estimation results of both models were generally sensi-
ble and lend themselves to important policy implications.

A summary of the main results and a discussion of policy implica-
tions follows.

Trade and FDI Effects of Regional Integration Schemes

Three fundamental conclusions could be drawn from the preceding
analysis of the trade effects of regional integration schemes in sub-Sa-
haran Africa. First, the experience of regional integration in sub-Saha-
ran Africa has by and large been rather disappointing. Regarding trade
flows, however, the African experience is by no means unique, and
there are parallels to it in other developing regions (namely, Latin
America). Conversely, the significance of these findings are that they
obtain even after controlling for key policy variables (such as exchange
rate variability and exchange rate overvaluation) in addition to the tra-
ditional trade flow determinants (economic size, distance, and so
forth). It is clear, therefore, that the failures of these African schemes
(like CACM and LAFTA in Latin America) can at least be partially ex-
plained by their own characteristics and the constraints they face, most
notably the development strategy upon which they were created.

Second, ASEAN has significantly enhanced both intraregional and
interregional trade, even though it was not explicitly designed to be a
deliberate trade creating scheme. According the results of Table 3 {(and
after controlling for other traditional and policy determinants of bilat-
eral trade flows) the ASEAN regional scheme increased trade with the
rest of the world in the 1980-84 period by 93 percent. During the fol-
lowing period (1986-90), its performance turned from fair to spectacu-
lar: the presence of the ASEAN increased trade within the bloc by 7.6
times, and with the rest of the world increased by 8 times. Clearly,
ASEAN and its development strategy should provide a good model
for African regional integration efforts (see below), In particular, it is
interesting to contrast the stellar performance of ASEAN to the largely
ineffective role of SADCC—which is arguably the closest African re-
gional scheme to the concept of ASEAN. In our view, the relatively
modest performance of the latter could be explained by the lack of
strong economic growth in SADCC. Inadequate commitment to inter-
nal cooperation and (by implication) the inability of the group to de-
velop an effective and coordinated strategy for external economic re-
lations have conspired to prevent SADCC from being the African
equivalent of the ASEAN.
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Third, on the role of CFA monetary unions of West Africa (both the
UEMOA and the prospective successor to BEAC), our analysis sug-
gests that the success of these unions in enhancing bilateral trade
within and outside the schemes depends on three prerequisites:

* Respecting static macroeconomic balances (especially fiscal bal-
ance} on a sustained basis to ensure a positive outcome in terms
of economic performance (including trade performance} of the
fundamental policy trade-off facing the zone (i.e, lose the ex-
change rate as an instrument of national policy in return for mon-
etary stability).

* Reforming the inherently trade-impeding zonewide distribu-
tional/allocational arrangements before the potentially positive
effects on trade of the zone monetary discipline could be realized.

¢ Favorable external environments, especially a reversal or moder-
ation of the French franc appreciation vis-a-vis the U.S. dollar and
the worsening terms of trade for primary commodities.

However, it is pertinent to note that, given the recent and antici-
pated appreciation of the French franc vis-a-vis the U.5. dollar, the con-
tinued pegging of the CFA franc to it is bound to generate probiems for
the zone in the not too distant future, despite the huge devaluation of
the CFA franc in 1994,

On the FDI effects of regional integration schemes in sub-Saharan
Africa, our results show that, except for SADCC, the schemes
(ECOWAS, CEAQO, UDEAC, and PTA) have not significantly increased
FDI after taking into account a wide range of fundamental variables.
This is in contrast to the results from the other regions where LAFTA,
CACM, and ASEAN are associated with significantly a higher FDI
ratio (at least at the 20 percent level of significance).

Implications for the Future

Students of African regional integration, motivated by the legacy of
the ineffectiveness of regional integration experiences in promoting
trade and investment flows on the subcontinent, have argued against
renewed regional integration efforts in sub-Saharan Africa along the
traditional lines, where the existing regional schemes are called upen
to attempt to directly promote regional trade despite repeated failures
(e.g., Collier and Gunning, 1993; Fine and Yeo, 1994). The main argu-
ment is that these schemes are inappropriately structured, since they
were designed to pursue the now ill-fated and outmoded import-sub-
stitution development strategy. Instead, Fine and Yeo, for example,
propose a new paradigm for regional integration in sub-Saharan
Africa inspired by the experiences of post-World War II Europe and
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the recent “miracle” experience of East Asia. They suggest that re-
gional integration initiatives in sub-Saharan Africa should be designed
to achieve the twin objectives of fostering national policy credibility,
and rapid accumulation of physical and human capital-—the latter
being initially triggered by enhanced FDI and by savings and invest-
ment surges within the region in subsequent stages. They provide an
exhaustive review of the evidence linking regional integration to these
two objectives, which are now being accepted as the two main funda-
mentals behind East Asia’s economic miracle.

The key element of this strategy adopts Collier’s (1991) and Collier
and Gunning's (1993) proposal of “participatory supranational agen-
cies of restraint,” in which national economic policy will be tied in a
reciprocal threat-making arrangement to a Northern anchor (the Euro-
pean Union). Fine and Yeo then ask the question as to why might the
EU be interested in plaving such a role; they argue that, unlike the case
of Eastern Europe, enhancement of trade, fears of mass migration, or
imminent security concerns could not be major factors. However, they
suggest that the precedent of UEMOA, the vast interest of the EU in
South Africa, the realization that the ACP Agreement—which is ad-
ministered by the European Commission—has met with limited suc-
cess, and the growing EU concerns with political stability as a prereg-
uisite for economic growth mav prompt a more active policy toward
sub-Saharan Africa. Cobham and Robson (1994) adopt similar argu-
ments for the EU as an external anchor in the context of monetary in-
tegration in sub-Saharan Africa).

The experience of the ASEAN, which was not explicitly designed to
be a deliberate trade creating scheme, deserves a special consideration.
The story behind ASEAN is summed up bv Langhammer and
Hiemenz (1991}, who argue that “ASEAN owes its worldwide reputa-
tien not to any progress in internal integration or industrial coopera-
tion, but to other factors. These include its role as a representative of
the common interests of its members in foreign affairs and in continu-
ing dialogues with the major OECD countries on market accessibility.”
It was also noted that “ASEAN has achieved some success in increas-
ing its collective bargaining power in dialogues with OECD members
(Langhammer, 1985). In addition, ASEAN members have established
strong internal networks for business consultation and software coop-
eration without surrendering national sovereigntyv with respect to
major economic policies.” Taking into consideration as well the stellar
performances of the ASEAN countries in the areas of economic growth
and economic development in general over the past two and a half
decades (sve, e.g., World Bank, 1993, for a comprehensive review),
three interrelated factors behind the success of the association can be
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identified: first and foremost, a strong country-specific and regional
economic performance regarding economic growth, which in turn was
substantially enhanced by collective policy credibility and investment
spillovers brought about by regional cooperation; second, measured
but effective regional cooperation; and third, policy coordination in the
area of external economic relations. It is interesting that Collier and
Gunning (1993} identified country-specific multilateral trade liberal-
ization, policy harmenization, and regional cooperation in a limited
set of areas (for example, infrastructure, power, and communication},
and a strong and coordinated strategy for external relations as the best
options for sub-Saharan Africa to foster both growth and regional in-
tegration (without actively promoting it}, as well to avoid marginal-
ization in the global economy.
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Sub-Saharan African Experiences with 1 S
Regional integration

Ernest Aryeetey

Introduction

Regional integration arrangements! have had a long history in sub-
Saharan Africa, beginning with the customs union in 1900 between
Kenya {(then the East African protectorate} and Uganda. Integration
has generally been perceived by policymakers to be a highly desirable
objective, despite the lack of decisive and concrete actions to achieve
positive outcomes. There have indeed been many arguments in sup-
port of integration at regional meetings and relatively few against. The
consequence is that institutions and protocols for regional integration
are available in relative abundance. The integration discussions and ef-
forts have covered such varied areas as trade integration, labor market
integration, capital market integration, monetary integration, and so
forth. Trade integration has naturally attracted greater attention from
policymakers and researchers.

The early interest in regional integration in sub-Saharan Africa was
driven by the perception that it was a means to achieve structural
transformation of the various economies, that is, the industrialization
and modernization of these economies. The small sizes of the
economies was recognized as a constraint on an efficient, low-cost in-
dustrialization strategy. Early analysts provided a rationale for the for-
mation of customs union arrangements among developing countries
based on the industrialization objective. Most African policymakers
and decision makers refrained from choosing an export-led strategy to
deal with the problems of size because of pessimism concerning mar-
ket access in the industrialized economies. The alternative was to over-
come the size constraint through improved market access at the re-
gional level. In this light, the formation of regicnal integration

The expression "regional integration” is used throughout this chapter to cover the full
range of public sector activities that involve permanent collaborative ventures, including eco-
nomic policy, regional security, human rights, education, health, research and techrology, and
natural resource management. Regional integration is generally characterized by the estab-
lishment of joint institutional mechanisms and a degree of shared sovereignty.
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arrangements was pursued as a developmental objective by many
governments. At a higher level, the Organization of African Unity
(OAU)} declared its commitment to the promotion of economic inte-
gration of Africa to facilitate and reinforce social and economic
intercourse.

Early regional integration efforts were also premised on the need for
greater self-reliance. According to the OAU, the structural transforma-
tion of African economies was expected to occur within the context of
“self-reliant and self-sustaining development of member states.” Re-
gional integration and the cooperation that it implies were also ex-
pected to increase the bargaining power of African economies in the
international economy.

While the appeal for integration has remained strong for several
decades, there are differences in the perception today of how integra-
tion should be conceived and pursued. After a lull in the discussions
in the 1980s, there has been a resurgence of academic interest in the
subject (Lavergne, 1997). The domination of the discussions by trade
creation is amply reflected in the types of arguments often advanced.
A number of scholars continue to argue that regional groupings in sub-
Saharan Africa are unlikely to confer net positive static welfare gains
on members because they do not have the required conditions to en-
able their trade creation effects to outweigh trade diversion effects (Je-
bunt, 1997). They therefore argue for a more cautious approach of gen-
eralizing the removal of tariffs and other barriers to trade. They
generally believe that the Asian experience may be relevant; hence,
formal integration efforts shouid be abandoned and policymakers
should concentrate on developing an outward-oriented trade policy
that encourages trade and eventually may result in greater trade inte-
gration (Jebuni, 1997).

The arguments for less formal integration have been supported by
the limited success of trade integration efforts {Fine and Yeo, 1997;
Langhammer and Hiemenz, 1991). It is argued that most of the inte-
gration arrangements have not made any headway in achieving their
objectives largely because of a lack of implementation of treaties and
protocols. Langhammer and Hiemenz (1991} describe the sequence of
African integration efforts as “a dynamic initial phase, in which nu-
merous programs are launched . . . followed by a period of imple-
mentation difficulties or failures and ratification problems.”

Others, however, still see formal regional integration as imperative
for sub-Saharan African economies. In the present world economy,
with its large trading blocs, sub-Saharan Africa needs to be able to at-
tract foreign investment and technology necessary for investment.
“Regional integration may be the most practicable way to minimise
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the costs of African market fragmentation. . . . It may thus be a pre-
condition for, rather than an obstacle to integrating sub-Saharan Africa
more effectively with the world economy” (Robson, 1993, p. 341). It is
sometimes argued that regardless of the fact of low net gains from
trade integration and the institutions that pursue them, the regional
groupings and their institutions are essential for making sub-Saharan
Africa respond to increasing global marginalization (Onitiri, 1997).

The current interest in regional approaches to economic develop-
ment is partly related to changes at the global level, particularly the
creation of the North American Free Trade Area (NAFTA) between
Canada, Mexico, and the United States of America. It also partly stems
from dissatisfaction with the slow pace of negotiations during the
multilateral trade talks (the Uruguay Round). The renewed interest
within sub-Saharan Africa in revitalizing and resuscitating regional
groupings can be seen as a response to these global developments,
that is, the seeming evolution of the world economy into regional trad-
ing blocs. There is the fear that Africa’s position in the world economy
will be weakened further if it does not strengthen its already existing
regional groupings. This is because, with the changes in the world
economy, regions that are not able to reduce market fragmentation
and its attendant costs will find it difficult to attract the foreign in-
vestment and technological know-how that is required for growth
{Mistry, 1996).

The recent inauguration of the African Economic Community
(AEQ) in June 1997 is the latest example of the renewed interest in re-
gional cooperation. At the inaugural summit of the AEC, the Nigerian
foreign minister reiterated the need for African economies to overcome
the size constraint. He stated that Africa’s economic integration
needed to be speeded up because “the European Union, North Amer-
ican Free Trade Area and the Association of South East Asian Nations
are striding ahead. If Africa wishes to be part of a better world, we
must also group together or risk becoming simple markets for the fast
developing countries. If we continue as we are, our future will be as
humiliating as our present is distressing.”?

Some of the newest arguments for integration are, however, based
on recent developments in the world’s financial markets. Private capi-
tal flows—particularly foreign direct investment (FDI} and portfolio
equity—into the developing world grew remarkably after the
mid-1980s. Their share in total private flows moved to an average 35
percent and 13.5 percent, respectively, in the period 1990-96, up from

*Africa Recovery, 1997, Vol 11, No. 1, p. 5.
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12 percent and 1.2 percent a decade earlier. The growth is generally at-
tributed to the growing integration of markets and financial institu-
tions, increased economic liberalization, and rapid innovation in fi-
nancial instruments and technologies, particularly in the areas of
computing and telecommunications. For sub-5aharan Africa, however,
most of these growing flows were hardly observed, because they were
directed at Asia and Latin America. China alone accounted for 86 per-
cent of total FDI flows in 1995, Even though Nigeria is the second
largest recipient of FDJ, this is not diversified and mainly restricted to
the extractive sector of the economy, as is the case in Ghana and other
countries,

Thus, sub-Saharan Africa currently attracts only 4 percent of the
emerging markets portfolio, which is itself only a smali proportion of
global capital flows. Despite this low magnitude, sub-Saharan Africa
has a significant chance of becoming a major drawer of capital and in-
vestments for a number of reasons. The reasons include the fact that,
in the last couple of years, the number of operating capital markets has
grown considerably, reaching 16 at the beginning of this year, up from
under five a decade ago. Aside from this development, they have in
the last few years begun to attract international attention. Thus, more
than a dozen investment funds have been established since 1993, trad-
ing in Europe and New York. These African funds had a total invest-
ment of $1 billion at the beginning of 1997, up from zero in 1992.

On the basis of these achievements of the last few years, sub-5aha-
ran Africa is more and more being regarded as capable of attracting
more private capital, if only it will put its house in order. With in-
creasing and more effective financial sector reforms, the way should be
paved for larger flows as global investors seek out new frontier mar-
kets. Since emerging markets are underrepresented in the global mar-
ket, it is expected that they will seek to increase their share. With im-
proved infrastructure and policies, sub-Saharan Africa should enhance
its ability to be a major player, as international investors seek out the
last frontier. The integration of financial markets is considered to be a
solution.

The experiences of regional integration in sub-Saharan Africa, in re-
lation to those of other regions, need to be analyzed within a broad
framework. For this reason, this chapter restates the major experiences
that sub-Saharan Africa has had with regional integration. It places the
regional integration efforts in sub-Saharan Africa within an appropri-
ate historical and conceptual perspective, while highlighting the influ-
ences that have dominated these experiences. The chapter will also
shed some light on current thinking on the African continent with re-
gard to what can and should be achieved with regional integration.
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Arguments for Formal Economic Integration

One of the most recent restatements of the need for a pan-African
economic union has been by Onitiri (1997). He argues that, if sub-Sa-
haran Africa is to avoid being marginalized following the “revolution”
in the international economy, it must enhance productivity, a process
that requires more than simple trade integration. He says this requires
full economic integration. Onitiri’s view of integration is as embodied
in the treaty of the AEC, assuming that all the intermediate steps have
been taken already in the years of experimenting with one grouping or
another. For this, “variable geometry” is at variance with the AEC
treaty. The AEC is conceived as the means for providing “an effective
response to the prevalence of regional economic blocs™ all over the
world. Onitiri (1997) observes: “Since the treaty embraces all aspects of
African economic and social life, it also provides a convenient frame-
work for re-examining and streamlining the activities of the existing
African international government organizations, and mobilizing them
more effectively to address the pressing problems of African economic
and social development” (p. 417).

The AEC is expected to move beyond trade integration into the in-
tegration of production and the harmonization of fiscal and monetary
policies, as well as into conflict resolution and the coordination of poli-
cies on the environment. It is proposed under the AEC treaty to dele-
gate, in addition to the large number of implementing mechanisms,
the task of administering and managing the community to a single
OAU-AEC secretariat. The restructuring of the present OAU to play
the new role assigned to it suggests that it will have an enlarged bu-
reaucracy, a proposal that seems to frighten many African intellectuals
(Oyejide, Elbadawi, and Collier, 1997). It will be running the show in
concert with the African Development Bank (ADB) and the Economic
Commission for Africa (ECA).

The concept of the AEC supported by Onitiri has been treated
differently by Mistry {1995), who with an incremental approach has
suggested the adoption of sectoral investment coordination and
cooperation, trade integration, and the development of an appropri-
ate institutional framework. A regional policy environment must be
created to allow the gradual integration of markets. This approach
differs from the practice of current regional agreements, which
emphasize trade integration without addressing adequately the
infrastructural and institutional framework necessary to facilitate
the trade integration process. Rather than dismissing variable geom-
etry, Mistry proposes the adoption of a core group willing to
implement a customs union and the existence of “a wider group at
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the periphery which might constitute itself as a free trade area, and
be linked with the former in free trade agreement” (Mistry, 1995,
p- 42).

Arguments against the AEC include the fact that many of its ex-
pected benefits do not require preferential tariffs to be realized (Oye-
jide, Elbadawi, and Collier, 1997). It is also suggested that, in the past,
the coordination of activities that brought net gains to all participating
countries {such as joint infrastructures) was impeded by tying their ne-
gotiations to trade policies whose gains were not that transparent and
discouraged potential losers.

In this regard, it is obvious that recent discussions on the benefits of
regional integration have moved beyond the traditional arguments of
trade creation and diversion. The old debates for regional integration
rested on the expected static gains. Thus, a regicnal economic group-
ing was likely to be beneficial to its members only if trade creation ef-
fects outweighed any trade diversion effects. On the basis of the tradi-
tional concepts of trade creation and trade diversion, it may be
concluded that most African regional arrangements, particularly trade
integration, will not register net static welfare benefits because the nec-
essary conditions do not exist anywhere. However, the rationale for
African integration from within the continent was not premised on ex-
pected static welfare gains but on dynamic gains. Recent assessments
of the expected benefits of further integration of European economies
find that the dynamic gains rather than the static welfare gains
dominate.

Robson (1993) argues that the failure of developing-country inte-
gration units to generate net static gains of integration because they
are not optimal trading or currency areas does not justify the discour-
agement of the formation of these unions. He criticizes some recent
studies of sub-Saharan African integration that focus only on static
benefits and that do not also consider the issues that are addressed in
assessing industrial-country integration efforts. Mistry (1996, p. 28)
has argued that sustainable real income growth as a result of regional
integration is possible, even if empirical evidence from a number of re-
gions is inconclusive. Such dynamic efficiency gains are expected to
arise from “economies of scale in trade supporting industries and ser-
vices which are caused by market enlargement, spill-over effects re-
sulting from wider-knowledge transfers across the region on both an
intra-industry and inter-industry basis; increased competition; in-
creased levels of investment; stepped up pace of technological change;
and consumption smoothing during business cycles.” Additional dy-
namic gains arise from the benefits of policy and investment
coordination,
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Arguments for Less Formal Integration

An early researcher recommended a focus on unilateral trade liber-
alization. Jebuni (1997) takes the case a little further as he comes out
strongly in favor of unilateral nonpreferential trade liberalization after
questioning “whether inward-locking preferential liberalization can
increase intra-African trade.” After observing a high level of protection
that has been provided to import-substitution industries, he suggests
that, so long as protection remains alongside import-substitution
strategies, preferential trade liberalization will be meaningless. This is
because preferential trade liberalization does not provide any incen-
tive for firms to export when there is high protection for import-
substitution firms. Indeed, the high tariffs placed on imports affect ex-
ports in a significant way in many countries.

The arguments of Jebuni {1997) rest on the nonrecognition of signif-
icant positive outcomes from macroeconomic reform in various coun-
tries and the small change in domestic policies, even when pursuing
preferential trade liberalization. The argument against regional group-
ings rests mainly on the diversionary effects of preferential tariffs. But
those effects remain high because of the relatively high sub-5aharan
African tariffs. “At present, despite considerable reductions in trade
barriers over the past decade, most African countries impose fairly
high barriers through tariffs and export taxes or through managed ex-
change rate arrangements” (Oyejide, Elbadawi, and Collier, 1997,
p- 16). Jebuni (1997) observes that, given that manufactures presently
dominate intra-African exports, the potential for expanded exports of
manufactures and other nontraditional exports exists, but these are
hurt unnecessarily by national protective measures. Countries will
therefore have to unilaterally bring down tariffs in a general manner to
establish a basic incentive for the growth of exports. Sub-Saharan
African trade integration will then take place as an offshoot of the
process of lowering tariffs unilaterally. Jebuni suggests that, since tar-
iffs came down somewhat in the last decade through unilateral non-
preferential arrangements, sub-Saharan Africa’s intraregional trade
has expanded more rapidly than its other international trade, even if it
s still slow.

Others have used the unilateral trade liberalization argument for a
multifateral development of regional markets (Robson, 1993). Propo-
nents of multilateralism and unilateral trade liberalization would
argue that improvements in income could be achieved by greater inte-
gration into the world economy. Biasing trade in favor of the region is
not the way to go. Robson argues that “regional integration may be the
most practicable way to minimise the costs of African market frag-
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mentation. . .. It may thus be a precondition for, rather than an obsta-
cle to integrating SSA more effectively with the world economy” (Rob-
son, 1993, p. 341). The training ground argument presents regional in-
tegration as a means to increase the gains Africa may reap through
eventual greater integration into the world economy. The regional
market provides an opportunity for firms to develop appropriate ap-
proaches to medium-term cost reduction with eyes set on a market be-
yond the regional boundary.

To benefit from dynamic gains, members of a regional grouping do
not need to introduce further discrimination through higher protective
barriers. Cooperation in the provision of regional economic infrastruc-
ture, harmonization of tax and investment codes, and macroeconomic
stability are required. Such cooperation will reduce transactions costs,
enhancing market access and facilitating greater trade and investment
integration. They will also introduce credibility into policymaking, be-
cause national policies must be consistent with achieving regional ob-
jectives. The creation of strong regional organizations with sanctioning
powers is seen as an indication of commitment to the regional integra-
tion arrangement by national governments.

Arguments against unilateral trade liberalization rest on the fact that
countries will be pursuing their policy objectives at different speeds,
which will inevitably lead to a widening of the disparities in tariff
structures and hence discourage intraregional trade as the task of har-
menization becomes mere difficult. On the surface, the promotion of
unilateral nonpreferential trade liberalization would appear to be in
conflict with the formation of a regional preferential trade area; for, as
Ovyejide, Elbadawi, and Cellier, (1997) point out, the lower the tariffs,
the less opportunity a country has to offer a preferential tariff. Con-
versely, as suggested by Fine and Yeo (1997}, lower tariffs reduce the
costs of trade diversion that will be observed in a preferential trade
area.

Even though many sub-Saharan African governments have pledged
to work toward the reduction of tariffs unilaterally as they pursue re-
form, the pace continues to be slow, and there does not appear to be
much prospect in sight for faster action. A major obstacle is the likely
loss of tax revenue in the short run, which makes a unilateral tariff re-
duction appear tantamount to shooting oneself in the foot.

Regional Integration Arrangements

There are broadly two kinds of regional groupings in sub-Saharan
Africa, namely, those sponsored by the ECA and those resulting from
other initiatives. The ECA has promoted three subregional arrange-
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ments. That for West Africa, the Economic Community of West African
States (ECOWAS), was established in 1975. That for Eastern and South-
ern Africa, the Preferential Trade Area (PTA), was established in 1981,
and later became the Common Market for Eastern and Southern Africa
(COMESA). That for Central Africa, the ECCAS, is still under negotia-
tion. The above-mentioned AEC has recently been finalized.

The quest for industrialization is what has driven the ECA’s in-
volvement in regional integration attempts. It considered trade expan-
sion within the region as a priority to achieve the industrialization ob-
jectives. The ECA noted, among the constraints on increased
intra-African trade, deficiencies in physical (transport and communi-
cations) and institutional (commodity exchanges, clearinghouses, and
so forth) infrastructure; tariff and nontariff barriers; lack of adequate
information on products; relatively high prices of African manufac-
tures and the need for competitive prices; lack of facilities for trade and
export credit; inadequate marketing and distribution channels; insta-
bility of supply; and payment difficulties. For the industrial develop-
ment decade, it considered it important that subregional institutions
be able to forecast subregional demand for products using analysis
and projection, estimate present and future production in the subre-
gion, calculate quantities required to meet demand with existing ca-
pacities, and identify other key industrial projects that utilize these
basic products as inputs. It proposed arrangements for the financing of
subregional programs through such agencies as the ADB and the Arab
Bank for Economic Development in Africa (BADEA). It is now obvious
that the approach adopted for industrial development focused more
extensively on the creation and strengthening of promotional institu-
tions than on facilitating the operation of the production agents
themselves,

The African Economic Community

The treaty establishing the AEC agreed upon in Abuja in 1991 may
be seen as the culmination of past declarations of African heads of
state and governments and their ministers {e.g., the Kinshasa Declara-
tion of 1976 and the Lagos Plan of Action and the Final Act of Lagos of
1980} regarding their desire to create an Africa-wide economic com-
munity. The AEC’s objectives are to (1) promote economic, social, and
cultural development and integration of African economies to increase
self-reliance and promote self-sustained development, (2) develop a
continentwide framework for the development and utilization of
human and material resources, (3) achieve economic stability and
peaceful relations among member states through cooperation, and (4}
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coordinate and harmonize policies between existing and future eco-
nomic communtities as a means of establishing a continental commu-
nity. These objectives are to be achieved by strengthening existing re-
gional arrangements and establishing new ones where necessary,
regional trade liberalization, joint investment programs, harmoniza-
tion of national policies, establishing 2 commeon external tariff, and the
eventual elimination of barriers to the free flow of goods, services, fac-
tors of production, and information.

In recognition of the uneven development of countries and therefore
uneven distribution of costs and benefits from integration, a Commu-
nity Solidarity, Development, and Compensation Fund will be estab-
lished. Due consideration will be given to the least-developed, land-
locked, and island countries. The evolution of African economies into
an economic community is expected to take place within a 40-year pe-
ried, in six stages. In the first stage, existing regional organizations will
be strengthened and new ones created where required. Regional trade
liberalization and harmonization of regional tariff codes and sectoral
policies will occur during the second phase. Regional free trade areas
will be created during the third phase. In the fourth stage, tariffs and
nontariff systems will be harmonized among the various regionai
units. The fifth stage will involve the establishment of an African Com-
mon Market. The final stage will be the completion of integration of
goods, factor, and sectoral policies and the creation of an African Eco-
nomic and Monetary Union. The treaty also envisages the creation of
a Pan-African Parliament. The treaty provides safeguard clauses for
states that have balance of payments difficulties arising from the im-
plementation of the treaty, suffer from import surges “that cause or are
likely to cause serious damage to the economy,” and that want to pro-
tect an infant industry. In the first two instances, the affected member
must be seen to have “taken all appropriate reasonable steps to over-
come the difficulties.” The treaty allows for the imposition of quanti-
tative or similar restrictions or prohibitions on goods from the export-
ing country as a response to any of the three possible situations.

The Economic Community of West African States

ECOWAS was intended to eventually become a customs union and
then a common market while integrating states in the West African
subregion. It is made up of 16 member states, 10 of which have alle-
giances to other subregicnal groupings. Thus, the Mano River Union
embraces Guinea, Liberia and Sierra Leone; the West African Eco-
nomic Community (CEAQ) pulled together Benin, Burkina Faso, Céte
d’Ivoire, Mali, Mauritania, Niger, and Senegal; and the remaining &
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ECOWAS states of Cape Verde, The Gambia, Ghana, Guinea Bissau,
Nigeria, and Togo had no other subregional trade grouping until re-
cently, when Togo joined the West African Economic and Monetary
Union (UEMOA). The ECOWAS arrangement holds together some 200
million people and is operated through a conference of heads of state,
a Council of Ministers, an executive secretariat, a development and co-
operation fund, and five specialized commissions. The five commis-
sions are (1) Trade, Customs, Immigration, Monetary, and Payments;
{2) Industry, Agriculture, and Natural Resources; (3) Transport, Com-
munications, and Energy; (4) Social and Cultural Affairs; and (5) Ad-
ministration and Finance.

ECOWAS seeks to promote cooperation and development among
member states in the areas of industry, transport, telecommunications
and energy, agriculture, natural resources, commerce, monetary and fi-
nancial matters, and social and cultural affairs. Its legal basis is to be
found in the Lagos Treaty, supplemented by a series of 29 protocols
and supplementary protocols that guide operations in such areas as
trade liberalization, transport, community citizenship, rights of free
movement and residence, and technical cooperation.

The ECOWAS Fund for Cooperation, Compensation, and Develop-
ment was established and located in Lome in 1977 under the Trade
Commission. The fund has as its objective the promotion of economic
development and integration through the financing of industrial and
infrastructure projects of common interest to ECOWAS states. In doing
this, it also administers the ECOWAS Trade Liberalization Scheme
Compensation Fund, which was set up in 1990 to compensate member
states for losses in revenue arising from the introduction of trade lib-
eralization measures.

Trade among member states amounts to only about 6 percent of the
official recorded trade, having grown from about 2.1 percent in 1970 to
3.1 percent in 1975, 3.9 percent in 1980, 4.2 percent in 1985, and 5.5 per-
cent in 1987. In the period 1980-89, the annual average growth rate of
exports for the community was —7.2 percent; thus, it was a shrinking
trend in importance to the world market. Mansoor and Inotai (1991)
note: “If one takes account of unrecorded trade, which in some cases
surpasses the officially registered figures, it is even harder to find evi-
dence of gains.”

Ghana’s imports from ECOWAS states, for example, amounted to
only 8 percent of total imports, while exports to the subregion
amounted to about 4 percent of total exports in 1991. Cote d’[voire,
Burkina Faso, Mali, and Senegal appear to be the only countries with
imports from member states exceeding 10 percent of their total ex-
ports. Three of those countries (that is, minus Mali) and Benin were
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also the only ones with exports to ECOWAS states exceeding 10 per-
cent of total exports. Cote d’'Ivoire is by far the most important coun-
try in terms of intra-ECOWAS trade. It is interesting that while a great
deal of traditionally strong trade links exist among the francophone
nations {most of which formed the CEAQ), these are usually in live-
stock and agricultural products. Manufactured exports come mainly
from Cote d'Ivoire. Nigeria, another major exporter to the subregion,
offers mainly petroleum products.

The Common Market for Eastern and Southern Africa

COMESA, which began as the Preferential Trade Area for Eastern
and Southern Africa, was originally intended to grow into a common
market by the year 2000. It was subsequently transformed in 1993 into
the Common Market for Eastern and Southern Africa. COMESA em-
braces 22 countries and now has more integration objectives after
moving from loose cooperation in a free trade area. The most impor-
tant objective of the earlier PTA was to promote intraregional trade
using trade liberalization measures. This was to be achieved through
protocols on reduction and elimination of trade barriers, customs co-
operation, the rules of origin, reexport of goods, transit trade and tran-
sit facilities, clearing and payments arrangements, transport and com-
munications, simplification and harmonization of trade documents,
and procedures on standardization and quality control. Other areas of
cooperation were given as industry, agriculture, monetary affairs, and
natural resources. The PTA expected to achieve its trade liberalization
program of reducing tariffs by September 1992, after having reduced
initial tariffs by 10-70 percent and planning to reduce these further by
25 percent every two years.

The new COMESA treaty calls for the establishment of a customs
union through the removal of all trade barriers and the establishment
of a common external tariff and rules of origin. The new treaty has also
Introduced cooperation in monetary and financial matters. The treaty
anticipates coordination of macroeconomic policies as the countries
move toward free movement of services and capital as well as the con-
vertibility of currencies. COMESA stresses a commitment to the redis-
tribution of the benefits of integration, an issue that was previcusly not
addressed by the PTA. [t plans to achieve this through special regional
programs to promote the development of the least-developed coun-
tries in the region to achieve balanced development within the com-
mon market.

The PTA was probably best known for its institutional growth. It cre-
ated specialized institutions to coordinate the development and inte-
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gration processes of member states, including the setting up of the
Trade and Development Bank for Eastern and Southern Africa, the
PTA Clearing House, and the PTA Federation of Chambers of Com-
merce and Industry. The PTA was also known to be active in organiz-
ing such activities as trade fairs for member states, organizing four
such fairs in 8 years.

Even though it achieved a high profile in the region, the PTA has not
been known to have created much trade. Langhammer and Hiemenz
(1991) reported that “trade liberalization in the PTA framework has
been biased toward trade diversion” (p. 28). By 1982, the PTA’s share
in world trade was 0.56 percent. This dropped to 0.4 percent in 1993,
after a decade of PTA operation. More than 94 percent of PTA trade
was with nonmember countries. Intra-PTA exports as a percentage of
total PTA exports declined from 7 percent in 1982 to 6.6 percent in
1992. At the same time, imports within the region remained at only 4.7
percent of total regional imports. The PTA is seen to have had a num-
ber of shortcomings as countries pursued trade policies that did not
encourage intra-PTA trade.

Integration Arrangements Not Sponsored by the ECA

Two other subregional groupings operate with almost similar objec-
tives within the ECOWAS states. These were not sponsored by the
ECA. They are the Mano River Union, which is a weak alliance of
Guinea, Liberia, and Sierra Leone that seeks to develop the river basin
jointly, and the francophone UEMOA, whose members include Benin,
Burkina Faso, Cote d'Ivoire, Mali, Niger, Senegal, and Togo, all of
which share a common central bank (BCEAQ). UEMOA came out of
the realignment of francophone West African interests in 1994, which
saw the demise of CEAQ. A major difference between the UEMOA and
ECOWAS is that the latter has a functioning monetary integration
component. In Central Africa, the equivalent of UEMOA is currently
the Central African Economic and Mornetary Union (CEMAC), which
embraces Cameroon, the Central African Republic, Chad, Congo,
Gabon, and Equatorial Guinea. They all aspire to achieving customs
unions. It appears that while various countries would like to operate
from smaller groupings held together by a certain commeon facter {lan-
guage or a river, in these cases), they would not like to give up mem-
bership in the larger ECA-sponsored body. It is simply the adoption of
a “wait and see” attitude toward the larger body.

A number of other smaller regional integration arrangements not
sponsored by ECA may be found in Southern Africa. The Southern
African Development Community (SADC), which replaced the South-
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ern African Development Coordination Conference, is the best known
of these. It was previously generally perceived to be an organization
whose goal was to reduce its dependence on apartheid South Africa
{which was not interested in a customs union). In moving toward
trade integration in the last few years, SADC {(which embraces 11 of the
COMESA states) has adopted measures that involve tariff reductions
and the removal of nontariff barriers. It seeks greater coordination of
external tariffs and the promotion of free movement of capital and
people. It also has an interest in setting up regional infrastructural au-
thorities and a development bank. The existence of both SADC and
COMESA is certainly questionable, considering the congruency of
their objectives and their individual circumstances, a point we discuss
again below in more general terms.

Achievements of Integration Efforts

The success of regional integration schemes is generally measured by
the share of intraregional trade in total trade, with the qualification that
increasing intraregional trade may also reflect a loss in world market
positions. When increases in intraregional trade are accompanied by
increasing relative weight of the region in world trade, this is seen as
positive for integration {Mansoor and Inotai, 1391). This approach at as-
sessment puts almost all the regional groupings in a bad light, for there
has been no significant increase in intraregional trade (see Table 1).3

The empirical evidence on the causal link between creation of re-
gional integration units and intraregional trade is ambiguous.
Foroutan and Pritchett’s {1993} study of intra-African trade finds that
trade levels are “actually higher than expected on the basis of the un-
derlying determinants” {p. 96). The study finds that the CEAQO does
have a statistically significant impact on intraregional trade, while
ECOWAS does not. Ogunkola’s study of intra-ECOWAS trade, con-
versely, finds that economic integration has had a positive but small
impact on trade within the region (cited in Jebuni, Ogunkola, and
Soludo, 1995). Kasekende and Ng'eno {1995} estimated that there was
a potential for more intra-PTA trade than already existed. Their con-
clusion is supported by Lyakurwa (1996) who finds that, in addition to
COMESA, there is a significant potential for intraregional trade within
SADC and ECOWAS.

*A substantial amount of unofficial intraregional trade does occur. Most of this, however, is
in response to the failure to harmonize monetary, fiscal, and exchange rate policies.
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Table 1. Intraregional Trade as a Percentage
of Total Exports of Regional Group

Group 1970 1980 1985 1990 1992
AMU 1.4 0.3 1.0 2.3 3.0
UBEAC 4.9 1.8 1.9 2.4 2.1
ECCAS 2.4 1.6 2.1 2.3 2.1
ECOWAS 29 131 5.2 83 7.8
CEAG 6.6 9.8 8.3 99 105
Mano River Union 0.2 cg 0.4 0.3 ¢.0
Economic Community of the Great Lakes 0.4 0.2 0.8 03 0.4
PTA {COMESA)} 9.6 121 5.6 6.6 6.7
SADC 5.2 5.1 4.8 5.2 4.4

Saurce: UNCTAD {1993).

Again, very little progress has been made in regional cooperation to-
ward infrastructural development. Robinson (1996} has observed that
“despite its ‘win-win’ characteristics, the level of regicnal cooperation
in infrastructure and natural resources in the past has been disap-
pointingly low.” In the area of energy supply, there are very few in-
traregional supply arrangements, even though the potential for in-
traregional grid connections exists at nonprohibitive costs (Robinson,
1896}, Sarfoh {1993) has indicated that the gross potential hydroelec-
tricity that can be generated by sub-Saharan Africa’s large water re-
sources has been estimated at 300 gigawatts, out of which only 4 per-
cent has been exploited. The potential also exists to ccoperate in the
areas of water and transport, with benefits for all parties involved. The
absence of appropriate infrastructure remains one of the biggest ob-
stacles to effective regional cooperation.

The assessment of monetary integration efforts, although mixed, is
more favorable than the experience of trade integration. Studies of the
Communauté francophone d’Afrique (CFA) franc zone find that the
growth performance of its members before 1983 was better than for
nonfranc zone countries {for example, Guillaumont, cited in Medhora,
1997). The CFA franc zone countries also experienced less nominal and
real exchange rate instability, lower monetary expansion, and lower in-
flation rates than did the nonfranc zone countries (Medhora, 1997).
However, not having the exchange rate as a policy instrument resulted
in overvaluation of the CFA franc as inflation crept up in the member
countries and the terms of trade began to deteriorate. A devaluation of
the CFA franc, that is, a realignment of its rate of exchange with the
French franc, occurred in 1994, There was a lot of debate about the size
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of the exchange rate adjustment, especially because the degree of over-
valuation varied among the different countries. The issue of the distri-
bution of gains has also been important in connection with the distri-
bution of seigniorage. Since the late 1980s, seigniorage has been
distributed increasingly through subsidized lending, and this has cre-
ated a bias in favor of the larger members of the union, in particular
Cédte d’Ivoire (Medhora, 1997).

Characteristics of Integration Arrangements

In general, regional integration arrangements in sub-Saharan Africa
have been characterized by a number of peculiar features, not always
present in other arrangements elsewhere. These include

+ Existence of multiple objectives

+ Absence of strong supranational institutions

* Inadequate sanctioning authority

+ Nonimplementation of harmonization provisions

» Lack of political commitment

» Unclear perceptions about gains

*» Inequalities in the distribution of the gains from integration

* Inadequate compensation mechanisms

* Stringent trade liberalization schemes

Multiple Objectives

The groupings tend to be concerned not only with achieving trade
integration, but also harmonization of agricultural, industrial, trans-
portation, energy, fiscal, and monetary policies. Until its transforma-
tion, for example, SADC was the only large regional grouping that did
not have trade integration as an objective. The multiple objectives are
related to the perception that integration would lead to greater self-
reliance.

Overlapping Membership

Most countries are members of more than one regional arrangement.
Problems arise when the various groupings have conflicting means to
achieve sometimes similar objectives. As mentioned above, many of
the ECOWAS member states also belong to UEMOA 3 But UEMOA is

#Benin, Burkina Faso, Cote d’[voire, Mali, Niger, Senegal, and Togo belong to both UEMOA
and ECOWAS.
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widely perceived to be a means for countering what was seen by the
French to be a growing Nigerian influence in the subregion (McCarthy,
1996). It thus poses a challenge to the cohesion of ECOWAS. In South-
ern Africa, the membership of the Common Monetary Area (CMA)
closely overlaps that of SACU, except for the absence of Botswana from
the former. The CMA operates under the Multilateral Monetary Agree-
ment (MMA), which is supported by bilateral arrangements between
South Africa and its partners. Thus, within COMESA and SADC, there
are forms of integration that are more important to some members.

Poor Private Sector Participation

There is very little involvement of the private sector in the formula-
tion of decisions, protocols, and so forth within most regional group-
ings. This is the outcome of the statist outlook in many countries and
also within the ECA, and it might explain why there is often an un-
willingness by the private sector to invest time and resources to par-
ticipate in trade liberalization programs.

Nonimplementation of Treaty Provisions

A major feature of African integration efforts is that very limited
progress has been made in implementing integration policies, in par-
ticular harmenizing tariff codes and classifications, and introducing
positive integration policies. The harmonjzation of agricultural, indus-
tria), energy, fiscal, and monetary policies, which has been envisaged
in some treaties and the Lagos Plan of Action, has not taken place. For
example, the decision by ECOWAS to harmonize agricultural policies
and adopt a common position during negotiations of international
commodity agreements was disregarded during Word Trade Organi-
zation negotiations. This trend can be attributed to the unwillingness
of governments to make regional objectives a priority.

Inadequate Compensation Mechanisms

Since most integration arrangements include countries with varying
levels of economic development, the emphasis on trade integration
means that gains from integration will be unevenly distributed. This
requires that equity issues be dealt with effectively at the initial stages
of the negotiations. Yet the distribution of the gains is hardly ade-
quately addressed in treaties. The inadequacy of distributive measures
arises from a fundamental uncertainty about whether the expected
gains from integration will indeed materialize.
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Stringent Trade Liberalization Schemes

Attempts to reduce the costs of regional trade liberalization on
member countries has resulted in stringent programs of trade liberal-
ization. The rules of origin that limit participation on the basis of value
added and ownership of enterprises reduces the potential number of
participants in trade liberalization schemes. Even though the domaestic
manufacturing base is small, the trade liberalization schemes of a
number of countries further restrict the proportion of output that can
actually be exported to regional markets under the scheme.

Absence of Strong Supranational Institutions

Most operating regional institutions lack the legal backing to imple-
ment or enforce treaties and protocols. The ECOWAS secretariat, for
example, has few powers to force governments to implermnent trade lib-
eralization measures. The result is a lack of transparency in the imple-
mentation of the treaties. The lack of supranationality allows the
progress of the integration process to be captured by vested interests.
If private economic agents have a complaint regarding the operation of
a protocol or article of agreement, for example, this has to be made to
2 national government body that probably sanctioned the policy that
contravened the treaty.

Inadequate Sanctioning Authority

In the absence of credible supranational institutions, the treaties
often do not have effective sanctions against member countries pursu-
Ing policies that conflict with the articles of agreement. Even where the
penaities are spelled out (as in the case of the revised ECOWAS treaty)
the cost of not implementing the treaty may be perceived to be less
than the benefits of doing so. This perception by member countries is
more likely if most members of the union are not implementing the ar-
ticles of agreement.

Lack of Political Commitment

Shaw {1990} has observed that “the basic issue confronting regional-
ism in Africa is . . . compatibility with established political economies
and ruling classes. And when these are outward-oriented towards
extra-continental integration, intra-continental connections remain un-
developed and unimportant” (p. 133). An example of such a concern is
the formation of CEAQ at the same time that ECOWAS was being ne-
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gotiated. Other examples are the evolution of CEAQ into UEMOA and
the increasing importance of France in the new regional arrangement.
Regional leaders will adopt integration approaches that allow them to
preserve their national interests completely.

Constraints on Effective Integration

The expected benefits of operating within the protected regional
market will not materialize if, despite the formation of the regional in-
tegration unit, nontariff barriers to integration remain and the issue of
how to distribute the gains and costs of regional integration is not ad-
equately addressed.

Mistry (1996) classifies nontariff barriers into three groups, that is,
those that affect trade, production, and investment. Quantitative re-
striction and inconvertible and separate national currencies are the im-
portant nontariff barriers that affect intraregional African trade. Dif-
ferences in national product and service regulations, protection of
domestic labor markets, and the predominance in most domestic mar-
kets of parastatals that have purely national objectives constitute the
nontariff barriers to production. These barriers affect both member
countries and third parties. Exchange controls and underdeveloped fi-
nancial markets act as a constraint on cross-border investment. Non-
transparent forms of discrimination against nonmember countries,
such as rules of origin, not only discourage foreign investment but can
also adversely influence local firms’ decisions concerning the sourcing
of inputs.

In general, for most integration arrangements in Africa, the con-
straints on intraregional trade include inconvertibility of member
currencies; lack of adequate and cheap transport and communication
links between partner countries; differences in national product or
service regulations and standards in transport, health, and safety;
difficulties in establishing letters of credit; border controls; and lack
of information within partner countries about the existence of po-
tential buyers and sellers in other partner countries. These con-
straints apply with varying intensity to the different integration
units. The members of the UEMOA, for example, are not hampered
by problems of currency inconvertibility in their intraregional trade,
as is the case for the nonfrancophone members of ECOWAS. The
PTA tried to address the issue of currency inconvertibility and the
difficulties of undertaking intraregional financial transactions with
the establishment of the Trade and Development Bank for Eastern
and Southern Africa, the PTA clearing house, and PTA travelers
checks.
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A study of the variables that determine whether a country will join
another in a bilateral arrangement found that political relations, prox-
imity, common borders, openness to trade, and small economic size
are all important (Brada and Mendez, 1993). These variables were
found to be important in explaining whether agreements will be sus-
tained. Although most African countries conclude regional agree-
ments with their neighbors, they have not always pursued open trade
regimes, nor have political relations always been cordial. Countries
with good political relations will probably have similar ideals. This
makes negotiations and arriving at an agreement easier. There will also
be more willingness to cede sovereignty in certain policy areas to a re-
gional body made up of members with which each country has good
relations. The political instability in several parts of Africa may be im-
portant in explaining the unwillingness to develop strong regional in-
stitutions and the lackluster performance of the regional integration
units.

Aside from the institutional problems that we have considered at
length already, two major issues of concern are the macroeconomic
policy variations and the differences in infrastructure development ap-
proaches. Mistry {1996} and Robinson (1996) deal comprehensively
with these issues.

Economic Reform and Regional Cooperation

Most sub-Saharan African countries involved in regional group-
ings have suffered from macroeconomic instability in the last two
decades and are pursuing some economic reforms. They have under-
taken reforms with varying intensities and scope. It is acknowledged
that the adoption of the strategies inherent in structural adjustment
programs can improve the success chances of current regional coop-
eration attempts. As mentioned above, unilateral trade liberalization,
which forms an important component of the structural adjustment
programs, has contributed to improving the incentives for exporting.
The growing number of firms with an export potential will increase
the domestic lobby for further regional trade liberalization.® Second,
the unilateral trade liberalization programs have resulted in substan-

3In West Africa, the West African Enterprise Network is a coalition of business people within
the regicn who are actively lobbying govemments, banks, and multilateral agencies operating
in the region. Their objective is to reduce existing barriers and encourage the flow of capital
and services in the region. The network is also concerned with providing members with re-
gional market information (it has a bulletin} as well as informing members about changes in
national policy that impact on regional flows.
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tial tariff reductions so that the adjustment shock accompanying re-
gional trade liberalization may be lower than it otherwise would
have been.

Despite this potential, there are a number of reasons why reforms
aimed at making African economies more outward-oriented can only
achieve this at the expense of regional integration. As seen above, re-
gional communication links tend to be underdeveloped, and the unit
costs of shipping and other forms of transportation within Africa tend
to be more expensive than links with the industrialized countries.
Hence, when tariff rates are reduced and quotas removed as part of re-
forms, it is nonregicnal trading partners that are better able to take ad-
vantage of the reduced protection barriers than regional partners. Sec-
ond, regional trade liberalization may not be compatible with the fiscal
prudence that SAPs require. Countries may not reduce tariffs on re-
gional imports because of the fear that this may hamper their abitity to
achieve revenue and budget deficit targets. Mistry (1996) has suggested
that the considerable variation in intensity, sequencing, scope, and so
torth, of the adjustment programs has a significant negative impact on
the outcomes of both the reform process and on the objective of re-
gional cooperation and integration. “It is astonishing, . . . that while
SAPs have become a feature in Africa since 1985, and (regional integra-
tion arrangements) have been pursued with renewed vigour especially
over the last five years, there has been no serious, systematic attempt by
any agency or donor to operationalize effectively ways in which inte-
gration and adjustment might be interwoven and made mutually rein-
forcing” (p. 2). Mistry goes on to argue that the possibilities of success
of these reform programs will be enhanced if they are implemented
within a regional context. It may, however, be difficult to develop re-
gional adjustment programs if there is an ambivalence toward existing
regional integration units among member countries.

The lack of coordination of reforms has sometimes led to conflicting
outcomes in some areas. In West Africa, Badiane (1997) has observed
that trade liberalization yielded far fewer outcomes than expected be-
cause macroeconomic policy reforms were not uniformly pursued.
One aberration was that while the CFA franc remained overvalued for
more than a decade, the 1994 devaluation occurred at the same time
that Nigeria was revaluing the naira by a similar margin. Similarly, the
Ghanaian cedi was appreciating in real terms as the CFA franc was
being devalued. The lack of synergy in these policy developments
harms the ability to generate substantial benefits from both trade re-
forms and macroeconomic reforms. It is argued that well-tuned and
synchronized macroeconomic reforms are far more likely to generate
net gains than preferential trading arrangements.
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Indeed, the way instability in one country may affect conditions in
other countries a la Easterly and Levine (1995), is quite well under-
stoed in sub-Saharan Africa. Mistry (1996} has documented the way in
which SAPs in various countries were affected by unstable situations
or destabilizing activities in neighboring countries. He provides clear
examples of how Zambia’s open capital account is used as a conve-
nient route for illicit transactions with South African entrepreneurs to
arrange capital flight from Zambia (as South African-made goods are
exchanged for U.S. dollars available on the open market). He also
shows that unstable macroeconomic conditions in one country are
likely to affect the implementation and performance of SAPs in others,
with respect to such aspects of policy as the budget and monetary and
fiscal stability, as well as the stability of the external sector. As a conse-
quence, individual countries are unable to expand production in re-
sponse to reforms and are therefore unable to take advantage of op-
portunities created by regional integration attempts. The solution
would therefore lie in a regionally coordinated reform program that al-
lows smali countries to benefit from more stable conditions in larger
neighboring economies.

Infrastructure and Integration Arrangements

Despite the obvious cost advantages in sharing resources, many
countries, out of nationalistic inclinations, cften choose to develop in-
frastructure for mobilizing resources alone. Robinson (1996) has cata-
logued many schemes developed by various nations and explains the
political and economic rationalizations that lead to the choices that
countries have made. He also documents the difficulties that have
been experienced in previous attempts to achieve infrastructure devel-
opment on a cooperative basis in several areas, including the Tazara
rail project, Zimbabwean energy project, and River Basin development
projects of Central and Western Africa. Obviously, while the political,
and sometimes security, rationalizations cannot be discounted, the
projects considered show how often they were seen to outweigh all
economic advantages that shared facilities are expected to bring in.

Reasons why governments seldom pursue the joint development of
infrastructure include the fact that “the benefits of regional cooperation
have not always been quantified and have not been fully understood
and appreciated by the governments involved” (Robinson, 1996). The
framework of analysis, incorporating trade options and implications for
future investments, is often beyond the grasp of national governments’
institutions. The role of nationalism in subverting cooperation in infra-
structure development and resource mobilization is clearly underscored
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by Robinson (1996). The security situation is also given as an important
reason why nations often opt to go it alone. Also to be blamed for the
poor occurrence of jointly developed infrastructure projects is the role of
donors as they “compete with each other for attention” in African coun-
tries. Apart from focusing on individual countries most of the time, and
hence encouraging separate developments when they get involved in
regional cooperation projects, they are often seen to change the scope of
projects beyond the expectation of participating nations and institu-
tions, thus making it difficult for countries to effectively match the re-
sources they put into such projects. Robinson (1996) provides the exam-
ple of the Niger Basin Authority to support this argument.

Recent Proposals for Integration

A number of countries in East Asia have undergone structural
change without being part of formal regional integration arrange-
ments. The adoption of policies that encouraged production in the
tradable goods sector was accompanied by an expansion in intra-
regional trade. Should such a strategy be adopted in Africa? As [ have
shown, the choice of regional integration rather than global integration
was made in sub-Saharan Africa because of the small sizes of the
economies and the pessimism about market access in the industrial-
ized countries. In addition, there was the need to develop self-reliant
economies and improve the bargaining strength of the African coun-
tries. The discussion here suggests that the need for regional integra-
tion in Africa still exists and may even be more pressing now as mar-
ket fragmentation in an increasing part of the world is being
eliminated and capital mobility is rising while the problem of market
fragmentation in Africa remains. Despite the conclusion of the
Uruguay Round of trade talks, concerns about market access still re-
main because of the persistence of tariff peaks and tariff escalation and
the increase in tariff rates in some commodity groups during the tarif-
fication of some nontariff barriers (Ingco, 1996; Safadi and Laird, 1996).
Thus even though many African countries have implemented unilat-
eral trade liberalization programs, joint action is required among
groups of countries. The pace of growth and development may be too
slow without joint action by African countries to meet the aspirations
of African people. Given that joint action by way of regionalism is re-
quired, what form should it take?

It is not surprising that most of the recent proposals on regional in-
tegration emphasize initiatives that seek to deal with particular prob-
lems. Thus, proposals for the future direction of African regionalism
range from focusing only on project coordination to some broader ap-
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proaches that require trade and production integration, monetary in-
tegration, and the creation of an institutional framework. An impor-
tant factor in assessing proposals for the future form of regionalism is
the extent to which the proposals address the issue of poor implemen-
tation that has plagued African regionalism in the past. Future re-
gional arrangements should incorporate measures and mechanisms
that adequately deal with the issues of overlapping membership, the
unequal distribution of benefits and costs, compensation, and financial
and human resource constraints.

While accepting the principle of integration, Foroutan (1993) pro-
poses that the trade integration approach be avoided. Langhammer
and Hiemenz (1991) support this view. They do not consider trade and
factor integration feasible because of the dissimilarity of African
economies and the difficulties of putting in place an effective compen-
sation mechanism (Foroutan, 1993). What is considered to be essential
are cooperation, coordination, and harmonization. Like many others,
they emphasize the provision of infrastructural facilities, training, and
research. The advantage of regional cooperation in infrastructure in-
vestment is that all members benefit irrespective of their size and level
of economic development, thus avoiding the problem of compensation
(Robinson, 1996).

Another proposal for enhanced regional integration in Africa is to
enter into a union with the European Union, very much like NAFTA
(Fine and Yeo, 1997; Collier and Gunning, 1995). A number of advan-
tages is expected to come from such a union. Collier and Gunning
(1995} argue that forming an integration unit with the North would
generate all the gains from global liberalization. Also, such a union
would enhance the credibility of African trade liberalization and gen-
erate the desired investment inflows. This is because integration with
the North is perceived to contain effective sanctions against policy and
can therefore be seen as an effective “lock-in” arrangement. The possi-
ble loss of access to European markets may be an effective means of
binding governments to a particular line of action, as the European
Union becomes the agency of restraint.

The proposal for Nerth-South integration does not address the issue
of distribution of gains. One clearly cannot assume that guaranteed ac-
cess to EU markets is adequate compensation for the revenue loss ac-
companying regional trade liberalization. Since the EU is the largest
trading partner for most sub-Saharan African countries, duty-free
entry of EU goods would definitely have a negative impact on trade
revenues, and possible negative implications for total revenues in the
short run. This might be remedied with aid te finance compensatory
schemes and support regional infrastructural and industrial projects.
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Another difficulty with North-South integration at this stage of
Africa’s development is that it runs counter to the spirit of self-reliance
that has influenced considerably the goal of integration. These lie at
the bottom of the revised ECOWAS treaty and the Lagos Plan of Ac-
tion. Evidence of how it will be resisted, particularly by sub-Saharan
African regional bureaucrats, is provided by Asante (1996). The prob-
lem of self-reliance will not be an intractable one, however, if the for-
mation of such a union increases the ability of sub-Saharan African
economies to respond to shocks without external assistance and helps
them to diversify their production structures and exports. This is a
good reason why a number of regional observers are looking for pos-
sible pointers from the UEMOA experience.

Mistry (1996) provides arguments for a broad approach to integra-
tion. His proposal 1s similar in many ways to the design of the AEC,
even if less ambitious. He supports the development of regional insti-
tutions to support the integration process. He suggests a simultaneous
adoption of sectoral investment coordination and cooperation, trade
integration, and an appropriate institutional framework. It will be nec-
essary to improve the operation of the public sector bodies responsible
for the development and maintenance of infrastructure. Existing re-
gional banks will have to be recriented to address regional issues if
they are not already doing so, and subregional banks may have to be
created. A regional policy environment must be created to allow the
gradual integration of markets. Rather than have progress on regional
integration constrained by the partner least willing to fully implement
treaty provisions, Mistry suggests a core group willing to implement a
customs union and the existence of “a wider group at the periphery
which might constitute itself as a free trade area, and be linked with
the former in free trade agreement” (1995, p. 42). This concept of vari-
able geometry has been suggested to address the problem of multiple
membership of integration units. Thus, for example, COMESA could
coexist with SACU (Maasdorp, cited in McCarthy, 1996). This is quite
different from the AEC, which expects that integration for all regional
arrangements should occur at the same pace.

Mistry’s proposals differ from the practice of current regional agree-
ments, which emphasize trade integration without addressing ade-
quately the infrastructural and institutional framework that is neces-
sary to facilitate the trade integration process. A problem with Mistry’s
strategy, however, is the constraints on the financial and human ca-
pacities of the participating countries. These need not be intractable
problems if participating in a regional arrangement can be understood
by governments, policymakers, and private agents as a reorientation
of the development strategy from a national perspective to a regional
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one. A regional development strategy may not impose severe con-
straints on financial resources if it is recognized that a reallocation of
budgetary resources is required to avoid replication and therefore
waste. Scarce skilled human resources will be more effectively used if
they are concentrated in regional institutions rather than in several na-
tional ones performing the same function.

Africa’s New Priorities for Regional Integration

The latest views on regional integration are derived from what are
seen to be today’s problems. And, indeed, sub-Saharan Africa’s prob-
lems are wide-ranging. The continent has suffered from prolonged
economic and social crises. In many countries, the state suffers from a
loss of credibility, which affects its ability to mobilize resources to
counter its mounting preblems. Growing debt burdens push govern-
ments to support their economies increasingly with aid, in magnitudes
that are clearly unsustainable. Indeed, some countries, such as Senegal
and Tanzania, have aid levels of more than 20 percent of GDP. It is in-
creasingly becoming evident that the institutions of the small countries
will have considerable difficulty dealing with these problems on their
own. They need more and more to turn to supranational structures
and institutions to provide the state with some credibility and provide
additional resources.

Current discussions of regional integration “reflect a general desire
to break the confines of the nation-state, and a denial of all that divides
the region, including the multiple barriers to the free movement of
goods and services, people, and capital among countries, and differ-
ences in legal, governmental, and educational structures” {(Lavergne,
1997, p. 3). A part of the growing scope of regional integration is de-
rived from the new role of the private sector int various countries after
many years of economic reforms and changes in the role of the state.
The private sector in all countries wishes to see the removal of all im-
pediments to a greater participation in the economic activities of the
entire region, as market sizes continue to shrink within countries. This
new initiative calls for stronger or more effective supranational bodies
that will share sovereignty with governments to make the latter ap-
pear credible in the eyes of the private sector.

While it is cbvious that sub-Saharan Africa needs to grow as rapidly
as possibie, this would require considerable investments from both
within the region and outside. Even though enhanced trade is an es-
sential requirement for this growth to occur, making good use of the
investments, there are other fundamental economic undertakings that
need to be in place for that trade to occur. Granted that all the argu-
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ments for economic cooperation hold {for e.g., the smallness of single-
country markets), there are good reasons why some form of integra-
tion must be in place to harness the resources that individual countries
cannot gain access to. The continent’s integration needs to go far be-
yond trade creation. lts immediate task is to attract as much invest-
ment as possible and use it efficiently for both preduction and
exchange.

To do this, the regional policy choice for sub-Saharan African coun-
tries is not necessarily a cheice between one bipolar position and the
other; that is, between unilateral, nonpreferential trade liberalization
or an all-embracing, pan-African economic union. It is more a question
of how competently they can use any institutional framework to at-
tract the required investments and stimulate a rational distribution of
these across countries in a credible manner. Their inability to attract in-
vestments after trade liberalization and other reforms is partly because
the reforms have not been deemed to be credible. Will any kind of
lock-in arrangement provide that kind of credibility? Does sub-Saha-
ran Africa need a union with the EU? Can the AEC provide policy
credibility? Can individual countries guarantee adequate trade re-
forms and establish credible industrial development programs?
Should the discussion of regional integration move beyond the eco-
nomic variables? These are all empirical questions requiring more de-
tailed study. It is obvious, however, that while most unilateral trade
policy reform attempts continue to lack credibility for the fear of re-
versals, a pan-African economic union is also sometimes regarded to
be far-fetched for some of the reasons given above, and considered un-
likely to become the major instrument for attracting the required in-
vestments. In the end, the choice will be made not only on rational eco-
nomic grounds, but influenced considerably by politics and
diplomacy.

Noting that sub-Saharan African countries have already expressed a
commitment to establishing the AEC, our starting point is that it is un-
likely that this attachment to the establishment of a community will di-
minish any time soon. The most rational thing to do, in that case, is to
ensure that the institution does what is necessary to attract the re-
quired investments. It is essential that the AEC not be perceived as an-
other regional institution whose existence affects only marginally the
economic policies and decisions that various countries and their eco-
nomic agents make. The priorities [ discuss below are issues that must
be dealt with immediately.

The immediate tasks that need to be undertaken for sub-Saharan
African regional integration to become an effective development strat-
egy include:
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¢ Developing appropriate macroeconomic frameworks to facilitate
greater interaction among the resources of countries

¢ Establishing mechanisms for attracting both private and public
capital flows from the rest of the world

* Establishing and publicizing the fact that there are gains to be made
from cooperation in investment in infrastructure and market inte-
gration, indicating clearly the opportunity costs of not cooperating

* Fashioning an appropriate industrial development policy

¢ Developing an effective compensatory mechanism to ensure that
all countries will receive some of the gains from increased trade

* Developing institutional frameworks for the better management
of the region’s resources, including human resources

* Rationalizing arrangements to reduce replication of efforts and
conflicts; in rationalizing those existing arrangements, it is essen-
tial that the rest of the world sees sub-Saharan Africa as speaking
with a common voice for a clear purpose to strengthen its position
vis-a-vis the other regions.

Macroeconomic Reforms to Facilitate Integration

The discussion of economic reforms earlier suggests that, for such
reforms to impact positively on regional trade and other develop-
ments, neighboring countries must share similar visions that lead to
the introduction of similar or complementary policies, particularly
with respect to exchange rates, fiscal policy, and monetary policy. The
harmonization of these is probably more crucial than trade reforms in
the creation of trade. In the absence of such an approach to reforms,
the bad policies of neighboring economies will continue to affect per-
formance in other countries.

There is a growing interest in monetary integration on the continent,
even if not very widespread. The literature identifies three types of
monetary arrangements that can be chosen (Cobham and Robson,
1997). In the informal exchange rate union, there is current and capital
account convertibility among members, separate currencies with fixed
parities among members, separate national central banks and inter-
vention in the foreign exchange market, and no reserve pooling. The
formal exchange rate arrangements have all the features of the infor-
mal arrangements, except that there is reserve pooling and a single
agency is responsible for foreign exchange intervention. The futl mon-
etary union has a single currency and a single central bank. The CFA
franc zone may be described as a full monetary union.

In addition to trade integration, monetary integration will con-
tribute to maximizing intraregional flows because of the common cur-
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rency. The common currency eliminates the transactions costs that dif-
ferent currencies imply. Monetary integration should alse economize
on the use of foreign exchange by eliminating the demand for it in in-
traregional trade. A single currency is expected to promote efficiency
and stability. When there are several currencies, the law of one price
may not held, and this will distort resource allocation. Resource allo-
cation in the region will also improve because of the removal of capi-
tal controls. Price stability should be encouraged with exchange rate
stability. The extent to which this will happen depends on the open-
ness of the economy and the proportion of regional trade in total trade.
African economies could benefit from the creation of monetary union.
A concern is whether the lack of convergence in macroeconemic indi-
cators in the region mav not hinder the ability to create these unions.
It may be argued, conversely, that the formation of monetarv unions
may be necessary for convergence to take place.

There are, however, costs associated with monetary integration.
There js the loss of the exchange rate as a policy instrument. Adjust-
ment can only be undertaken using cxpenditure-reducing measures
(and not expenditure-switching measures). This may imply a more se-
vere contraction of economic activities. Some have argued that coun-
tries pursuing expansionarv policies mayv not be willing to give up the
exchange rate as a policy instrument. The analysis of the effects of de-
valuations using the monetary approach to the balance of pavments
suggests, however, that the cost of the loss of the exchange rate as a
policy instrument may not be very significant. Second, the effective-
ness of the exchange rate in adjustment depends upon how long the
real depreciation will last before it is eroded by wage and price in-
creases. The other costs of monetary integration are the loss of the in-
flation tax and seigniorage and the difficulty in having an autonomous
monetary policy. The Joss of the inflation tax will impact more on high-
inflation countries. The extent to which the costs will outweigh the
benefits will depend on the degree of labor mobility in the region.

Integration and Private Capital Flows

Following the observation in the first section above that sub-Saharan
Africa remains the last frontier to be conquered in the globalization of
financial markets, one analyst has proposed a number of develop-
ments that should take place in sub-Saharan African economies for
them to be considered as serivus playvers. These include:

» The development of public confidence and informational efficiency

* The promotion of financial market integration through

regionalization
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* The development of human resources and infrastructure

* The promotion of capital market development through

privatization

* The globalization of sub-Saharan African financial markets

* The fostering of financial innovation and the use of informal sec-

tor signals

¢ The design of efficient regulatory systems

* A solution to the negative perceptions on risk in sub-Saharan

Africa.

Quite a number of the financial sector reforms that sub-Saharan
Africa saw In the last decade were attempts to tackle many of these is-
sues. What still remains untouched by the reforms is the issue of glob-
alization and regionalization of the market and the regulatory issues
associated with this. With the 16 stock markets generally considered to
be thin, the pooling of resources as well as the harmonization of the se-
curities and investment laws should enhance competition among
countries in the region and enhance public confidence in the markets.
The likely effect of this will be a considerable growth in cross-listing of
securities. There is only very little of that happening now, as in
Namibia and Zimbabwe and also in the Ashanti Goldfields of Ghana
and Zimbabwe,

The development of a regional stock exchange centered on the ex-
change in Abidjan is currently under serious consideration by the fran-
cophone West African countries. The stock exchange operators of
Ghana are also considering ways of cooperating with such a regional
exchange. There are also a number of proposals for developing
stronger linkages between the Johannesburg exchange and the smaller
exchanges of Botswana, Namibia, Swaziland, and Zimbabwe for
Southern Africa (Jefferis, Okeahalam, and Matome, 1997). One of the
burning issues that must be tackled is how to regulate a regional stock
exchange.

In the absence of regional stock exchanges and their regulatory bod-
ies, many financial transactions inevitably have to be handled by cen-
tral banks and the rest of the banking system. Hence, the integration of
financial markets across country borders is seen as the major key to the
dilemma (Folkerts-Landau and Van Greuning, 1997). A number of sub-
Saharan African countries with more internationally oriented emerg-
ing financial markets has become interested in strengthening mone-
tary cooperation and financial market infrastructure. The CFA franc
zone allows 13 countries to share a common currency with a common
central bank. They are moving steadily toward modernizing bank reg-
ulation, liberalizing markets, improving supervision, and using indi-
rect monetary instruments at the regional level. They are continuing to
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develop regional bond and equity markets, as well as regicnal pension
and insurance regulations.

The argument for integrating financial market infrastructure in sub-
Saharan Africa is based on the notion that “prudent cross-border lend-
ing and investment can diversify financial institutions’ asset risks
away from the small number of economic sectors that dominate so
many national economies and that are prone to frequent shocks” (Folk-
erts-Landau and Van Greuning, 1997, p. 1). In Southern Africa, for ex-
ample, it is argued that the concentration of economic activity in a
small number of natural resources (e.g., tobacco in Malawi, cattle and
diamonds in Botswana, and copper in Zambia) ensures that banks are
often iargely expused to only a few industries and crops. They can di-
versify their asset portfolios by investing abroad, a step that helps
them to reduce their exposure to risk while increasing the volume of
inflation-adjusted lending.

A further argument for the regionalization of banking is that the new
legislation and regulations from an cutside body act as an agency of re-
straint on national authorities when banking regulations have been
harmonized. This allows for coordinated supervision. Further benefits
come from the possibility of leveraging country resources to mitigate
small country concerns and the possibility of a coordinated response to
financial crisis as happened with the problems created by the Meridien
Bank failure.® Folkerts-Landau and Van Greuning (1957} provide many
other reasons why such integration would improve the service deliv-
ery and efficiency of financial institutions in sub-Saharan Africa.

The main approach recommended for integration is the institution
of a regional supervising authority, which might be either private or
public, charged with responsibility for off-site analysis of adherence to
prudential rules and regulations on a regional basis. Such off-site su-
pervision, which will entail processing returns and manipulating data,
will lead to evaluating and interpreting individual banks’ risk man-
agement processes as well as their performance. The supervisory au-
thority will need to be well-equipped with appropriate standards and
regulations, as well as human capacity tc establish its credibility.

sMeridien was an international banking group with the umbrella bark based in Luxem-
bourg and its treasury based in the Bahamas. It started operations in a number of African
countries in the mid-1980s as countries began reforms. The parent bank in Luxembourg held
75 percent of total shares of the group, while Bahamnas often held up to 55 percent of the shares
of Meridien in various countries. Meridien became exposed (depositwise) to Bahamas in a sig-
nificant way. When Bahamas, being the treasury of the group, suffered severe overexposure
on its assets, this friggered a chain of financial distress within the group, affecting banks in
Ghana, Nigeria, Swaziland, and Zambia.
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Cooperation in Infrastructure Development

The potential gains from regional cooperation in infrastructure and
natural resource development are reflected in the way they contribute
to economic growth. The first channel is the direct cost reductions that
can be achieved for both capital and operating costs, via economies of
scale. Another channel is the reduced opportunity cost for unserved
demand. Robinson (1996) argues that “in situations where, for exam-
ple, investment is inhibited by lack of access to electricity, water, trans-
port or telecommunications facilities, the opportunity cost associated
with unmet demand can be very high” (p. 71). It is also argued that
supply can be enhanced through the operation of conjunctive systems.
An example of this is the cooperation in the supply of energy between
Ghana and Cote d’'Ivoire, which allows each country to complement
the other’s supply in times of shortage. Other gains expected from
joint infrastructural development are a positive impact on trade as well
as the likely savings when investments are lumpy. Robinson (1996}
also expects some dynamic gains to be achieved. “Dynamic gains are
also likely to accrue from regional cooperation in infrastructure. In in-
frastructural systems that operate more efficiently as a result of re-
gional cooperation, technological and managerial skills are acquired
by the nationals of the countries involved, and these will spread into
other activities in the same sector, or into other sectors, contributing to
progressive efficiency gains. Foreign investors participating in regional
projects are also more likely to participate in member countries when
they have acquired some experience and familiarity with the region”
(p. 75). One way in which sub-Saharan Africa can effectively achieve
an integrated provision of infrastructure is to negotiate together a
change in the composition of aid from the industrial world.

Industrial Development Policy

There is often a tendency, particularly under proposals for general
trade liberalization, to let trade policy subsume industrial policy. The
response of the industrial sector under any liberalization scheme can-
not be taken for granted, since that response is also dependent on other
factors aside from trade policy, including macroeconomic conditions.
The problems that arise from these must be addressed with an appro-
priate set of regional industrial policies.

Industrial policy should, however, not be seen as a simple collection
of policies for intervening in the functioning of markets, as was the case
in the early post-independence period. Industrial policy should be con-
ceived only as a tool for assisting markets to function more efficiently.
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This point is made considering the fact that, under reforms, the princi-
ples of trade liberalization and “getting prices right” were relied on to
ensure that industry and other sectors could produce in an assumedly
efficient way, to pave the way for an almost self-operating or auto-
mated process of development. Inadequate attention was paid to the
second best consideration that trade and market liberalization may not
increase efficiency when some markets (such as insurance and credit
markets) cannot be made to function perfectly (and in practice this is
never possible), either as a consequence of more conventicnal types of
market failure or for reasons related to the cost of transactions and lack
of perfect information. Also, little importance was attached to the fact
that even if static efficiency gains were realized by moving the econ-
omy onto the production possibility frontier, this in no way implied
that the frontier would subsequently shift outward in a dynamic way.

Hence, harmonized industrial policies would encompass any set of
policies that remove structural and institutional bottlenecks to the de-
velopment of industry, particularly across national frontiers, without
the state’s direct involvement. This is when the private sector’s role in
fashioning integration becomes most desirable.” Industrial policies
complement the development of suitable infrastructure and ensure
that institutions work.

Effective Compensatory Mechanism

As indicated above, a major obstacle to galvanizing the political will
to lower import tariffs is the likely loss of revenue. Compensatory
schemes that have been established for the purpose of minimizing
these problems have had little impact on the issue. McCarthy (1996}
has suggested that the issue of compensation and the failure of the
compensation mechanism to address those concerns was important in
explaining the collapse of the East African Community. For ECOWAS,
the Trade Liberalization Scheme Compensation Fund {which was set
up in 1990 to compensate member states for losses in revenue arising
from the introduction of trade liberalization measures} had little im-
pact in allaying the fears of member states.

But the experience of Ghana, for example, shows that there can be
reduced dependence on trade taxes as a source of revenue {without

"The absence of active involvernent of the private sector in the formulation of decisions, pro-
tocols, and so forth on regicnal integration is largely because most of the regimes at the time
the agreements were ratifled were statist in outlook. Domestic economic policy did not ac-
tively encourage private enterprise at the time.
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total revenues declining) within the context of unilateral trade liberal-
ization supported by compensating exchange rate adjustments and tax
reform measures that tap the potential tax base more effectively. [t may
be deduced from this that regional trade liberalization need not result
in a decline in total revenues. What is essential, in that case, is to en-
sure that the overall level of trade protection is reduced so that the rev-
enue losses of countries are minimized following unilateral trade lib-
eralization by members.

Cooperation in International Negotiations

Formation of a regional unit can increase the bargaining strength of
the member countries. This requires an ability to adopt a unified re-
gional position on the relevant issues, which is particularly important
for negotiating trade and international commodity agreements with
third parties. A prerequisite for this, however, is the coordination of na-
tional agricultural and industrial policies. It may be possible to obtain
more trade concessions en bloc as opposed to individually. In this case,
sub-Saharan African countries may be more willing to drop the prin-
ciple of nonreciprecity in their trade negotiations, since they will be
negotiating from a more strengthened position.

A clear test of the willingness of sub-Saharan African countries to
jointly negotiate for concessions will be when the Uruguay Round
comes up for renegotiation. Sorsa (1997} shows that sub-Saharan
Africa did not use the Uruguay Round to support domestic efforts to
reform trade policy. They did not seek to place on the table for discus-
sion such pertinent issues as agricultural taxation, whereas the agri-
cultural subsidies of concern to the industrial nations were a major
item on the agenda. When the Uruguay Round created opportunities
for binding tariffs to newly liberalized rates, most sub-S5aharan
African countries did not take up the opportunity. The round would
have provided them with an opportunity to lock their unilateral trade
policy reforms into an international framework, which would have
provided the needed credibility for foreign investment by making pol-
icy easily predictable and stable. Coordinated negotiation would
allow the countries to force on the agenda the issues of relevance to the
region.
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Regional Integration Arrangements in 1 6
Southern Africa: SADC and SACU

Trudi Hartzenberg and Gavin Maasdorp

Regional integration in Southern Africa entered a new phase in the
1990s. Developments in regional integration in the European Union
and North America, South Africa’s democratization, and the conclu-
sion of the Uruguay Round of trade negotiations have all played a role
in injecting new vigor into regional integration efforts in Scuthern
Africa.

As is well documented, diversity of size and level of development
could pose constraints to integration efforts in the region. The diver-
sity within the region highlights the complementarities and the ten-
sions between regional integration and national economic growth and
development priorities.

The multiplicity of arrangements in the region further poses specific
challenges. Coexistence of the Southern African Customs Union and
the Common Market for Eastern and Southern Africa States is cer-
tainly feasible. A symbiosis between the Southern African Develop-
ment Community and COMESA may be more problematic, however.

This chapter focuses on two Southern African regional integration
arrangements, SADC and SACU. [t reviews their track records, recent
developments within these configurations and future prospects, high-
lighting a selection of key considerations for regional integration in
Southern Africa. These considerations include a focus on the need for
Institutional capacity development, the lack of comprehensive private
sector involvement in the regional integration initiatives and the
question of political and economic commitment. The conclusion is
that regional integration is likely to proceed haltingly and with
difficulty.

The Southern African Development Community

SADC has responded to a number of challenges during the 1990s,
and the result has been an expanded regional grouping, including the
powerhouse of the region, South Africa. There is also a new focus on
trade integration, which was not substantively on the agenda of its
precursor, the Southern African Development Co-Ordinating Confer-
ence (SADCCQ).

432
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From Development Coordinating Conference
to Development Community

SADCC emerged as a response to the challenges of independence
and the impact of apartheid South Africa in the Southern African re-
gion. South Africa had attempted to exert its influence in the region
mainly through its efforts to establish a Constellation of Southern
African States, and subsequently, during the high years of apartheid,
through military operations against targets in neighboring countries
and other means of destabilizing the region.

The establishment of SADCC in 1980 was an attempt to specifically
reduce the dependence of Southern African countries on South Africa;
a dependence that effectively dated back to the early days of colonial-
ism in the region. Nine countries were signatories to the SADCC at its
inception: Angola, Botswana, Lesotho, Swaziland (the latter three con-
stituting the so-called BLS countries), Malawi, Mozambique, Tanzania,
Zambia, and Zimbabwe. This meant that the BLS countries, which
formed part of SACU (see below)} now formed part of the attempt to
reduce dependence on South Africa—somewhat of an anomaly given
the operation of SACU.

The founding documents of SADCC focused primarily on the pro-
motion of sectoral cooperation rather than on intraregional trade pro-
motion. The initial emphasis, in the SADCC Programme of Action
(SPA), was on transport and communications, since in this sphere
marked dependence on South Africa existed. Food security and energy
also became key focus areas. Industry and trade followed later under
the banner Let Production Push Trade.

In 1985 the project-based approach was adapted to focus more on
the coordination of sectoral plans and programs. The aim of this
change was to facilitate the prioritization of programs and projects,
and to clarify the criteria for the evaluation of progress. Each member
state was allocated responsibility for at least one sector. For each sec-
tor, a sector coordinating unit was established under an appropriate
ministry, to carry out its coordinating responsibility, using its own re-
sources. The year 1987 saw nominal attempts to bring the private sec-
tor on board, with the formation of an SADCC Business Council. It re-
mained, however, outside the formal SADCC structures and was not a
committed attempt to bring the private sector into the business of re-
gional integration. One annual general meeting was attended by only
three countries!

By 1989, it was clear that the number of sectors and the growth of the
SPA had outpaced the capacity of SADC to manage and to mobilize re-
sources for the implementation of the SPA. In addition, no clear set of
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priorities between and within sectors had been established, leading to
superficial impact of programs. A moratorium was therefore declared,
by the Council of Ministers, in August 1990 on the creation of new sec-
tors, so as to facilitate consolidation of effort within existing sectors. A
thorough review of the SPA was alsc commissioned. This review high-
lighted a number of key concerns, including: (1) approximately 90 per-
cent of the SPA funding was targeted for external financing by inter-
national cooperating partners, with the remaining 10 percent met by
member states, which stood to benefit from each particular regional
program; (2) by 1989, the SPA included 500 projects, some of which
were of doubtful regional importance or feasibility, due to weaknesses
in the capacity to process projects on the part of some SADC institu-
tions; and {3} the size of the SPA was unrelated to the resource avail-
ability and national development policies and strategies of member
states (Chipeta and others, 1997).

Despite the moratorium on the establishment of sectors, and the
findings of the SPA review, the areas of cooperation have continued to
expand. By 1995, the number of areas of cooperation had expanded
from 14 to 18. The reliance on external funding for the implementation
of the SPA continues, and so far the SPA has not taken into account the
shift in emphasis from coordination of discrete projects to regional
integration.

The early 19%0s brought the realization that the demise of apartheid
was approaching, and that this would bring a new dimension to re-
gional integration in Southern Africa. For SACU, this meant that oper-
ation “at arm’s length from South Africa” by the BLNS! countries
would be replaced by closer, more interactive ties. A Customs Union
Task Team (CUTT) was appointed in late 1994 to investigate the oper-
ation of SACU and recommend changes to the agreement.

For SADCC, the pending democratization of South Africa necessi-
tated a reorientation of its objectives and focus. The outcome was the
Treaty of Windhoek of August 1992, which led to the transformation of
SADCC into the Southern African Development Community. SADC
more closely resembles the PTA, precursor of the Commeon Market for
Eastern and Southern Africa. At the August meeting, a theme docu-
ment proposing moves away from project cooperation to close politi-
cal cooperation to pave the way for equitable trade integration was
also considered. SADC was now directly concerned with trade
integration.

'Botswana, Lesotho, Namibia, and Swaziland. In discussing the situation before 1990, the
acronym BLS is used.
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The SADC treaty focused on

¢ The harmonization of political and socioeconomic policies and
plans of member states.

¢ The encouragement of economic, social, and cultural ties across
the region.

* The development of policies aimed at the progressive elimination
of obstacles to the free movement of capital and labor, of goods
and services, and of people generally among member states.

* The development of human resources.

* The promotion of the development and transfer of technology.

¢ The improvement of economic management and performance
through regional cooperation.

¢ The promotion of harmonization of international relations of
member states.

¢ The promotion of international understanding and cooperation
and support, so as to mobilize the inflow of private and public re-
sources into the region.

At its independence in 1990, Namibia became the tenth SADC mem-
ber. South Africa joined in August 1994 and, in terms of the SADC mis-
sion of functional cooperation and division of responsibility for the se-
lected areas of cooperation among the member states, was accorded
the responsibility for the finance and investment portfolio. Mauritius
became the twelfth SADC member in 1995. September 1997 saw the
admission of the Seychelles, Africa’s richest country, and the Demo-
cratic Republic of the Congo, the third poorest in Africa. The admis-
sion of the latter two increases the market size of SADC to account for
approximately 60 percent of sub-Saharan Africa’s GDP (Business
Africa, October 1-15, 1997), but lowers its per capita GDI to $990 (still
double that for sub-5aharan Africa as a whole, however}. This latest
expansion of SADC brings opportunities as well as risks, especially
with the Congo’s admission. President Kabila’s initial reluctance to co-
operate with the United Nations in its investigations of alleged ethnic
cleansing by his troops could cost the country dearly in terms of donor
community support, and IMF and World Bank funding. The enormous
economic potential of this new member state could therefore be seri-
ously compromised by the associated risks, and these costs could be
keenly felt by SADC.

A number of key trends and recent developments have confirmed
that the 5PA, its policies, and the strategies on which it is based are not
adequate or appropriate to address the challenges that now face the re-
gion. These include the growing global trend toward the establishment
of economic blocs so as to take advantage of economies of scale and in-
tegration, the competition for scarce resources from the Eastern Euro-
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pean states, and the conclusion of the Uruguay Round of trade negoti-
ations. The transformation of the SPA to more closely fit the SADC vi-
sion is therefore urgent. This will involve a shift in funding reliance
from the international cooperating partners to member states, placing
serious emphasis on employment creation through the SPA, finding
clear direction in the prioritization between and within sectors, and at-
tempting to address the imbalances in economic development of the
region.

Trade Integration: The SADC Trade Protocol

The SADC Trade Protocol was signed in August 1996 at the Maseru
Summit, marking a breakthrough in the process of advancing to a free
trade area (FTA). The bickering that preceded the signing of the proto-
col, concerning in particular access to South Africa’s markets, did not
bode well for the implementation process. The intention of the proto-
col is to ensure that firms in all countries within the region can com-
pete on an equal footing to provide for the collective market of 150 mil-
lion consumers. It is anticipated that regional free trade will increase
intra-SADC commercial activity, enhance economic growth prospects,
create jobs, and raise the standard of living of SADC citizens (SADC
Executive Secretary, Harare Summit on Trade and Investment, 1997).
At the same summit, President Mandela of South Africa noted the an-
ticipated benefits of a collective regional power within a “world char-
acterized by fierce competition for limited resources.” These optimistic
expectations may exceed the realm of possibility of the SADC regional
integration configuration, however.

At the time of the signing of the Trade Protocol, which provides for
the gradual liberalization of intraregional trade, 10 of its members
(excluding only Botswana and South Africa) had already effected
70 percent tariff reductions under the COMESA Trade Liberalization
Program. The overlap in membership of the various arrangements
in the region could hamper implementation of the SADC Trade
Protocol.

Trade integration, as envisaged in terms of the SADC Trade Proto-
col, has the following cbjectives (as stated in SADC, 1996, Article 2}:

* To liberalize intraregional trade in goods and services on the basis
of fair, mutually equitable and beneficial trade arrangements,
complemented by protocels in other areas.

* To ensure efficient production within SADC, reflecting the com-
parative and dynamic advantage of its members.

* To contribute toward the improvement of the climate for domes-
tic cross-border investment.
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¢ To enhance the economic development, diversification, and in-

dustrialization of the region.

* To establish an FTA among the SADC member states.

In pursuit of these objectives, the Protocel provides for the elimina-
tion of barriers to intra-SADC trade. More specifically, import and ex-
port duties are to be eliminated, and NTBs are to be eliminated and no
new barriers erected, subject to certain exceptions, which are outlined
in Article 9 of the Protocol. These exceptions take account of interna-
tional agreements, conservation of exhaustible natural resources and
the environment, and other factors.

The principles outlined in the Protocel, according to which the
phased reduction of trade barriers was to proceed, have been over-
taken by & recent brief to Imani Development tc prepare a report on
tariff reduction schedules and a list of sensitive products. Bargaining
over these will begin in 1998, and if the protocol is ratified in 1998, then
the FTA could be complete by 2006. The SACU countries are currently
preparing a collective position on the tariff reductions.

Since the SADC tariffs will be higher than the COMESA’s tariffs
until at least 2006, trade between SADC members that are also
COMESA members will be conducted under the COMESA arrange-
ment. The SADC Trade Protocol will only effectively cover non-
COMESA SADC members, since importers will clearly choose to pay
the lower rates of customs duties under the COMESA umbrella.

For preducts to be accorded SADC preferential treatment, rules of
origin have to be complied with. Products will be accepted as of SADC
origin, if they satisfy the following: (1) They are consigned directly
from a member state to a consignee in another member state. {2) They
must meet one of these conditions: are whelly produced goods; are
produced in the member states wholly or partially from materials from
outside the member states or of undetermined origin by a process of
production that reflects a substantial transformation of those material,
such that (a} the c.i.f. value of those materials does not exceed 60 per-
cent of the total cost of materials used in its production, or (b} the value
added resulting from the production process accounts for at least 35
percent of the ex-factory cost of the goods. (3) There is a change in the
tariff heading of the product as a result of the processing from the
nenoriginating materials.

Under the Trade Protocol, SADC-member states agree to accord one
another MFN treatment, so as to ensure equal preferences. An element
of contradiction appears in the inclusion of a provision that allows
member states exemption from the obligation to extend preferences of
another trading bloc of which they were a member at the time of the
signing of the Trade Protocol.
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Provisions are included to allow member states not to accord pref-
erential treatment to intra-SADC trade for reasons such as national se-
curity, cause of serious injury to a domestic industry that produces
similar or directly competitive products, and protection of infant in-
dustries (this appears to contradict the elimination of infant industry
protection referred to above).

A range of measures complementary to trade liberalization, such as
the promotion of cross-border investment, protection of intellectual
property rights, competition policy, trade development, and coordina-
tion of trade policies, are also embraced in the Protocol. In addition,
the implementation of intraregional trade measures, such as trade fa-
cilitation, transit trade, standards and technical regulations on trade,
and monetary and financial arrangements, are also provided for.

The fact that a limited selection of commodities will be eligible for
preferential trade under the Protocol can be expected to limit its im-
pact on intraregional trade expansion. Member states can be expected
to offer commodities that do not constitute a significant proportion of
their imports or those they know are not produced in the region for
preferential treatment under the arrangement.

The removal of NTBs is likely to proceed with difficulty—the calcu-
lation of tariff equivalents is much easier in theory than in practice,
and negotiations are likely to be complicated. In the SADC case, re-
strictive import licensing, administrative delays, bureaucratic contor-
tions, stipulations of sources of supply, and prohibitions on importa-
tion of certain goods may prove to be serious challenges in this regard.
SADC may benefit by taking a leaf from the COMESA arrangement to
implement a more practical approach to the reduction of NTBs.

An important consideration is COMESA'’s intention to erect a com-
mon external tariff (CET). The SADC countries that are also COMESA
members may not be in a position to extend zero tariff preference to
countries that are not COMESA members. Taking account of the fact
that one SADC country, South Africa, accounts for the bulk of intra-
SADC trade, it can be expected that very little intra-SADC trade will
be generated as a result of the Protocol. In addition, the confusion that
is likely to ensue from having two parallel arrangements, SADC and
COMESA, with significant overlaps in membership, liberalizing in-
traregional trade may be confounded and confused rather than facili-
tated. In addition, the Cross-Border Initiative, a fast-track regional in-
tegration initiative in the region, that commenced in 1993 and has a
membership overlapping with both SADC and COMESA, is forcing
member countries to lower tariffs to those of the lowest-tariff mem-
bers—which under structural adjustment programs have already
reached levels as low as 5 percent.
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South Africa’s decision to join SADC rather than COMESA indicated
that COMESA's clear objective of the formation of a common market
{effective trade integration), was found less appealing than the less
comprehensive objectives of SADC at the time, 1992. South Africa’s
perspective is that a comprehensive approach to regional development
encompassing a regional industrial strategy, including regional infra-
structure projects and harmonization of the financial sector and not
merely free trade, should be on the SADC agenda. It is important to
keep in mind that, while governments contribute to the environment
within which business decisions, including location decisions, are
made, it does not make those decisions. Undeniably, South Africa as
the dominant economy in the region, and given its current privileged
internaticnal status, is uniquely positioned to make a positive contri-
bution to the international investor image and the competitiveness of
the region. A query in this regard is whether it can afford to concen-
trate on regional issues while domestic challenges to policymakers are
growing uncomfortably.

The overlap between SADC and COMESA, and the sensitivities re-
lated to South Africa’s membership in one and nonmembership in the
other, are likely to present problems for integration in the region. Some
of these arise from the asymmetric trade patterns in the region. South
Africa enjoys a significant trade surplus with the region, and this has
been enhanced by democratization—the period 1990-94 recorded a 24
percent increase in the dollar value of South Africa’s exports to the re-
gion (McCarthy, 1996, p.19).

Prospects for Intraregional Trade Growth in SADC

The nature and patterns of intraregional trade in Southern Africa are
quite predictable, presenting a familiar developing-country scenario.
The region is heavily dependent on the international market for capi-
tal and technology-intensive goods, for which there are, with the
minor exception of South Africa, few intraregional substitutes. Pri-
mary commodity exports dominate the trade profiles of all countries
within SADC, recording an average of 82 percent of total SADC ex-
ports. South Africa’s exports dwarf the SADC total; for 1993, South
Africa accounted for approximately 70 percent of SADC total exports
and 62 percent of total imports (SADC Secretariat). Table 1 presents
South Africa’s trade profile, for 1994, with countries in Southern
Africa.

The large trade surplus enjoyed by South Africa with the region can
be expected to cause much consternation in the region. Access to South
African markets has been the cause of much contention in this con-
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Table 1. South Africa’s Trade with the Southern African Region, 1994
(Miflions of dollars)

Country Exports from South Africa Imperts to South Africa
Botswana 1,144 157
Lesotho 830 a9
Namibia 1,014 425
Swaziland 793 323
Malawi 145 52
Mozambique 396 26
Zambia 326 29
Zimbabwe 693 288

Source: Nedcor Econormic Unit, Johannesburg.

nection. More recently, however, South Africa has not been alone in at-
tempting to limit access to its markets. In March 1997, Zambia stopped
exports of cement to Zimbabwe after the latter increased the import
dutv from Z%13 to Z5180 per ton (SADC Today, April 1997). These are
some of the hitches in the way of free trade in the region.

Despite obstacles, expectations for SADC are running tairly high—
its growth in membership being one indicator of this. The admission
of South Africa, in particular, to SADC and the signing of the Trade
Protocol, in spite of a growing literature to show that small countries
have more to gain from multilateral liberalization than from regional
integration, raise the need for critical inquiry into the prospects for in-
creasing intraregional trade within SADC.

A kev question is whether SADC’s attempts to increase intraregional
trade will be constrained by the structural characteristics of the region.
Recent evidence suggests South Africa may be in a position to benefit
disproportionately from regional and specifically trade integration ini-
tiatives. Relocation of production activities, for example, South African
breweries to Tanzania, clothing and textile producers to Malawi, and
the expansion of South African retailers into a range of neighboring
countries tincluding Zambia, Zimbabwe, and Mozambique) are cvi-
dence of South Africa’s benefits from the process of closer integration
within SADC. Evidence of the converse can be found more readily in
South Africa’s informal sector, in particular retail activities, indicating
a clear imbalance in the integration process.

SADC’s track record certainly leads to cautious optimism regarding
its prospects, especially in terms of generating an increase in intrare-
gional trade. Internal dissent, lack of focus on joint objectives, and lack
of institutional capacity to efficiently manage programs and projects,
have hampered SADC’s achievements, and the achievement of a cohe-
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sive strategy on external economic relations. However, it appears that
since the transformation from SADCC into SADC, the expectations
from countries in the region have improved markedly, as is evidenced
by the clamor to join the group.

Integration prospects look bleak when the emerging disputes be-
tween South Africa and its neighbors are reflected upon. Perhaps one
of the most public was the dispute between Zimbabwe and South
Africa that emerged at the September 1997 summit in Malawi. Zim-
babwean sources accused President Mandela of being a “bully.” The
latter had taken over the SADC chair in 1996, and had reportedly at-
tempted to oust President Mugabe as chair ot the politics, defense,
and security wing. As expected, South Africa denied such allegations.
Nevertheless the incident is evidence of a perception that South
Africa could become the playground bully. Another dispute concerns
the negotiations to modernize and streamline SACU. Its five member
states form the “inner-core” of SADC. Negotiations to revise the rev-
enue-sharing formula have been going on for the past three years,
and little progress has emerged to date. The four smaller members are
demanding a share of the tariff-setting machinery, so as to prevent
South Africa’s Board of Tariffs and Trade from having too dominant
a role (see the discussion below on SACU). The director general of the
South African Department of Trade and Industry has indicated that it
is unlikely that South Africa would agree to a regional tariff-setting
body that could potentially outvote it. He argues that this would only
be tenable once the other member countries have tabled “clear in-
dustrial policies” {(Business Africa, October 1-15, 1997, p. 2). Further
frustrations over South Africa’s behavior are being voiced in connec-
tion with “Pretoria sabotaging SACU industry”. This is discussed
below.

Another important consideration is South Africa’s proposed FTA
with the EU. Critics claim that South Africa is involved in a number of
possibly mutually incompatible sets of trade negotiations, including
the SADC Free Trade Protocol, SACU negotiations, providing for ac-
celerated tariff cuts; and bilateral negotiations with members of
SADC—the SADC Secretariat has indicated that it would prefer focus
on regional rather than bilateral arrangements, such as that between
South Africa and Zimbabwe, and South Africa and Zambia.

Given South Africa’s dominant position in the region, these disputes
are to be expected. South Africa’s share of SADC’s GDP currently
stands at 77 percent {Business Africa, October 1-15, 1997). In fact, frus-
tration with South Africa can be expected to escalate as negotiations
with the EU gather momentum, and as the 14 SADC states attempt to
find common ground as regards the timing and method of regional
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tariff cuts. Furthermore, the upcoming lack of effective leadership in
the region to guide SADC forward, is cause for concern. Slow progress
toward free trade, in halting and dispute-ridden negotiations, is a very
likely scenarioc.

The implication, from this and other studies referred to above, is
therefore that factors that will encourage development and the growth
of the individual economies are more likely to enhance the prospects
for intraregional trade growth. Diversification of industrial structures,
macroeconomic stability, political stability, and policy credibility may
also attract FDI, and to this extent, if SADC can contribute te a more
stable political and economic environment, it may lead indirectly toin-
creased intraregional trade flows.

The Southern African Customs Union

This section reviews the performance of the Southern African Cus-
toms Union, the cldest in the world, and examines its impact in the re-
gion while reflecting on the drawn-out renegotiations of the agree-
ment. Its origins date to 1889; incremental growth thereafter saw a
common customs union covering the area of present-day Botswana,
Lesotho, Namibia, South Africa, and Swaziland by 1904 and, by 1921.
SACU, with the exception of Botswana, is overlaid by the Common
Monetary Area (CMA}.2 Since Botswana has a convertible currency
closely tied to the rand, and there is a high degree of de facto labor mo-
bility ameng the countries, SACU and the CMA together provide the
Southern African countries with an advanced form of economic inte-
gration approaching that of a common market. SADC might be the fla-
vor of the year, but its achievements are still in the future: SACU and
the CMA already exist.

ZThere are almost exact parallels in the histery of trade and customs integration in the re-
gion, althongh formatlization of monetary integration did not occur before 1974 when Lesotho,
South Africa, and Swaziland signed the Rand Monetary Arez Agreement. Botswana had opted
out of the negotiations and instead introduced its own independent currency in 1976, In 1988,
the RMA became the CMA, which today is governed by the Multilateral Monetary Agreement
of 1992 and separate bilateral agreements between South Africa and each of its partners to
vary the precise terms of monetary integration. The three simailer partners each have their own
currency, which is at par with the rand, although Namibia and Swaziland are entitied to delink
their currencies. Other provisions are that common exchange controls apply; there is free
movement of funds between member countries; and Lesotho, Namibiz, and Swaziland have
access to the South African capital markets.
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The 1969 Agreement

The present SACU Agreement was signed in 1969, Before that, the
customs union had been governed by an agreement of 1910, which
was concerned mainly with the allocation of revenue among the four
partners (South Africa and the then High Commission Territories,
HCTs, of Basutoland, Bechuanaland, and Swaziland). On the basis of
figures for the previous three financial years, the share of customs rev-
enue allocated to the HCTs was fixed at 1.31097 percent and, within
this figure, the allocation to each of the territories was also fixed. This
arrangement became outdated as the various economies grew at dif-
ferent rates. Thus, from 1965/66, The United Kingdom, as the admin-
istering power, changed the allocation among the three territories,
with Swaziland gaining at the expense of the others, especially
Basutoland.

After the independence of the three territories as Botswana, Lesotho,
and Swaziland, a new, more comprehensive agreement was negoti-
ated. It was explicitly aimed at encouraging the development of the
BLS group and the diversification of their economies. Moreover, to
compensate BLS for what they argued were the disadvantages of being
in a customs union with a more-developed country—namely, the trade
diversion effects, the polarization of industrial development between
core and peripheral areas, and the loss of fiscal sovereignty3—Article
14 of the Agreement inserted an enhancement factor into the revenue-
sharing formula.

The formula works as follows. All customs, excise, and sales duties
(but not general sales tax} as well as import surcharges collected in the
five countries are pooled at the South African Reserve Bank. The for-
mula provides the basis for calculating the amount due to each of the
BLNS countries. There are three stages in this calculation. First, the
basic amount duze to each country, let us say Swaziland, in any finan-
cial year is given by the equation

R=_A+B+C () 0
D+E+F+G
where R = the amount payable to Swaziland; A = c.i.f. value (including
all duties) at border of imports into Swaziland from all sources; B =
value of excisable and sales duty goods produced and consumed in
Swaziland; C = excise and sales duties paid on B; D = c.i.f. value at bor-

outh Africa’s Board of Tariffs and Trade sets import tariffs, excise duties, and surcharges,
astensibly in consultation with BLNS but in practice calling the tune.
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der of imports into the common customs area from the rest of the
world; E = customs and sales duties paid on D; F = value of excisable
and sales duty goods produced and consumed in the customs union;
G = excise and sales duties paid on F; and H = total revenue pool of
customs, excise, and sales duties.

The formula thus seeks to divide the common revenue pool among
the partners in proportion to their annual imports and their produc-
tion and consumption of dutiable goods, but, as mentioned above, an
enhancement factor was added, so that the formula may be rewritten
as

R. = A+B+C
D+E+F+G
where 1.42 = enhancement factor.
The enhanced rate of revenue received by Swaziland is then
R,
A+B+C’

In 1976, the formula was amended to provide BLS with a stabilized
rate of revenue of about 20 percent. This may be written as

(H) (1.42), 2)

Ro=— R | 3

First, the amount due to Swaziland is calculated as in equation {2).
Then, if the enhanced rate of revenue

Re w0,

A+B+C
half of the difference between the enhanced rate and 20 percent is ei-
ther added to or subtracted from 20 percent subject to the constraints
that the stabilized rate may not be less than 17 percent or greater than
23 percent.

The reason for the introduction of the stabilization factor was that,
in 1969, BLS had wanted a rate of revenue of 20 percent—the average
in African Commonwealth countries. However, the rate was fluctuat-
ing widely from year to year, and this made revenue forecasting and
economic planning difficult. Thus, they negotiated for an amendment
that would guarantee them a rate of revenue of 17-23 percent fluctu-
ating around a mean of 20 percent.
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There are five pertinent issues concerning revenue sharing. First, the
formula includes BLNS imports from South Africa, but not vice versa.
The inclusion of South Africa’s imports from BLNS would increase the
denominator, albeit by a relatively small amount, and thus reduce the
share payable to BLNS. Walters (1989} points out, however, that the
cost to South Africa of maintaining customs posts at BLNS borders to
record imports might well be more than the revenue it could earn from
the inclusion of those imports. Nonetheless, because the great majority
of BLNS imports are from South Africa and hence are duty free, they
contribute very little to the common revenue pool by way of duties
collected.

Second, by including excise duties and sales tax, the formula takes
the agreement beyond that of a pure customs union and some way
along the path of fiscal harmonization, which is a characteristic of an
economic union.

Third, if one accepts 20 percent as a target rate of revenue on the part
of BLNS, there is a case for increasing the stabilization factor range
given the tendency for the rate to approximate only 17 percent. But, as
Walters (1989) points out, if 20 percent is an acceptable target, why
then not simply fix R, at 20 percent rather than retain the constraints in
equation (3) above? It is noteworthy that the effect of the stabilization
factor is that, in recent years, the nominal multiplier has exceeded 1.42,
standing at 1.94 in 1991/92. However, Leith’s (1993) calculations show
that Botswana could gain slightly, on a static basis only (ignoring tran-
sitional and long-term dynamic effects), from having its own indepen-
dent tariff regime. It may well be that iso-price tariff calculations of
what some of the other smaller countries could raise on their own by
applying the SACU common external tariff would also show that the
effective enhancement was much lower than the nominal figure of 94
percent.

Fourth, the actual payments made to BLNS out of the common pool
in any one year do not equal the accrued revenue, that is, the revenue
calculated by the stabilization factor. The reason for this is that relevant
statistics are not available to enable their accrued revenue to be calcu-
lated immediately; instead, there is an elaborate formula for making
payments in respect of any particular year during a two-year period in
three installments. A common argument in the literature is that, be-
cause the cash flow always lags behind the accruals, this may be re-
garded as an interest-free loan to South Africa, which has the use of the
funds in the meantime. Moreover, the shortfall declines in real value
because of inflation. Walters (1989}, however, argues that because esti-
mation errors are corrected each year, cash flow will only lag behind
accruals if estimation errors are increasing. He interprets the payments
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formula as a forecasting one based on the assumption that the absolute
growth in accrued revenue during any two-year period is constant.
Cash flow will then lag only if absolute growth of accrued revenue is
increasing, causing the equation to forecast too low a value for accru-
als. Thus, the alleged two-year lag is a misnomer for a poor forecast-
ing method that consistently underestimates future accrued revenue.

Fifth, there has been an overall downward trend in South Africa’s
share of the common revenue pool (Table 2). The main reasen for this
is that the BLNS economies are highly open with a high propensity to
import and, with average rates of economic growth exceeding that of
South Africa, the numerator in the formula has grown more rapidly
than the denominator,

Development Objectives

It is important that all member countries share in the benefits of eco-
nomic growth and development. A review of comparative perfor-
mances of the economies since the signing of the 1969 Agreement
shows that BLS have enjoyed far higher average annual real growth
rates than South Africa. It is clearly impossible to disentangle and to
quantify the effects of the various forces that were at work, but South
Africa’s virtual stagnation is attributable very largely to domestic po-
litical volatility from 1976 onward and the effect that this had on in-
vestment. For BLS, it is clear that SACU membership did not prevent
them from achieving satisfactory rates of real economic growth or
from transforming the sectoral composition of their GDF, agriculture’s
share falling significantly and that of industry rising. In terms of per
capita income growth, BLS have improved their position relative to
South Africa during the past twenty years. World Bank figures (World
Development Report, annual) show that Botswana’s per capita GNP as a
proportion of South Africa’s increased from 30.6 to 92.1 percent be-
tween 1976 and 1994; during the same period, Lesotho’s rose from 12.7
to 23.4 percent, and Swaziland’s from 35.1 to 36.2 percent.

During the 1969 negotiations, South Africa agreed to infant industry
protection {Article 6) and a pioneer industries-type clause (Article 7)
for BLS. If by “development” is meant industrial development, how-
ever, then economic integration schemes cannot guarantee that all
member countries will attract industry. Textbook advocacy of a
planned program of industrial development for such schemes fails in
practice, because locational decisions are made not by governments
but by firms, and firms cannot be coerced into locating in countries to
which they do not want to go. The tendency of industries to polarize
in the most developed country would mean, in the case of SACU, that
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Table 2. Payments from Common Revenue Pool

Pool To BLS To Namibia! To South
{Millions Millions Miliions Africa
Fiscal Year of Rand) of Rand Percent of Rand Percent (Percent)
1969/70 430.7 16.9 R - e 926.1
197G/71 463.9 16.0 34 - - 26.6
1971/72 640.7 22.7 35 - . 96.5
1972/73 7473 29.7 4.0 - o 26.0
1973/74 8591 489 5.7 19.6 23 920
1974475 864.3 66.3 7.7 221 2.6 89.7
1975476 1,010.9 58.1 57 30.1 3.0 $1.3
1976/77 1,113.%6 51 4.6 36.0 3.2 92.2
1977478 1,447.5 i04.% 7.2 46.2 3.2 89.4
1978/79 1,723.6 i62.6 9.4 47.6 2.8 878
1975/80 2,250.3 228.7 10.0 44.5 i.9 88.1
1980/81 2,246.4 260.1 11.6 41.5 1.8 86.6
1981/82 2,122.6 2438 11.5 2578 12.1 76.4
1982783 2,418.8 314.7 13.0 250.0 10.3 76.7
1983/84 3,167.8 390.8 12.3 250.0 7.2 798
1984/85 3,299.8 462.5 14.0 250.0 7.6 78.4
1985/86 3,674.6 472.1 13.1 300.0 83 78.6
1986/87 4,118.0 4959 123 350.0 8.5 79.4
1987/88 4,706 6 5773 12.3 350.0 7.4 80.3
1988/8% 6,867.5 7198 J0.5 394.2 5.7 838
1989/90 7.675.6 ¢18.0 12.0 447 .8 5.8 82.2
1990/91 7.922.2 1,353.7 17.1 657.6 8.3 74.6
1991/92 BN70 1,814.2 22.6 7355 9.2 68.2
1992/93 89179 2,248.7 25.2 751.6 84 66.4
1993/94 10,136.5 2,307.5 22.8 7658 7.6 69.7
1994/95 11,2221 2,346 .4 20.9 o024 8.0 711
1995/96 12,257.8 2,734 4 22.3 1,155.7 5.4 68.3

Sources: McCarthy (1986); Report of the Auditor General for the Financiol Year {annual); Department
of Trade and Industry, Pretonia.

'Mamibia’s first receipts as an official member were for 1990/91. Before that, South Africa used the
poo! for arbitrary transfers to Namibia (South West Africa).

South Africa would attract the great bulk of new industrial invest-
ment. This tendency was exacerbated shortly after the signing of the
1969 Agreement by South Africa’s industrial decentralization policy,
adopted to further the development of the Bantustans, and later by a
more sophisticated Regional Industrial Development Programme
(RIDP) from 1982 onward. BLS simply did not have the resources to
match the incentives available under the South African program
(Maasdorp, 1988). McCarthy (1986) correctly pointed out that the in-
dustrial polarization problem in a customs union cannot, in principle,
be countered by compensatory revenue transfers.
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Unfortunately for BLS, neither these articles nor Article 11 (which al-
lows member countries to prohibit the importation of geods for eco-
nomic, social, cultural, and other reasons) were sufficient to offset the
forces of polarization in the 1970s. Furthermore, BLS did not always
make the maximum use of these articles, and some differences of in-
terpretation also occurred (Maasdorp, 1982). Cases in which South
Africa was accused of attempting to crush new industrial ventures in
BLS by acting ultra vires the agreement in fact related to instances in
which proposed industries in BLS would have penetrated the South
African market by flouting NTBs applicable there (Maasdorp, 1982).
Article 11(5) allowed BLS to import goods from outside the SACU
without regard to South Africa’s import controls, provided they did
not reexport those goods to South Africa and thereby obstruct the at-
tainment of the economic objectives of that import-control legislation.
The two controversial cases were a proposed fertilizer factory in Swazi-
land and motor vehicle assembly plant (Honda) in Lesotho: both were
designed primarily to serve the South African market, and represented
attempts to penetrate that market by avoiding NTBs imposed by South
Africa on its own industries. South Africa therefore invoked Article
11{5), but it could also have used Article 17, which states that if one
member sells a product to a partner in such increasing quantities as to
threaten producers in the partner country, the two governments should
consult and cooperate in finding a mutually acceptable solution.

The best prospects for industrialization in BLS in the 1980s seemed
to lie in their attracting as much industry as possible while South
Africa was being subjected to disinvestment and sanctions campaigns,
and to using the articles in the Agreement, especially those relating to
infant and pioneer industries, to the maximum. Indeed, membership
in the SACU, and the duty free access to the larger South African mar-
ket that this guarantees, has always been a major promotional point of
BLS in attempting to attract foreign investment in manufacturing.

The extent to which SACU membership per se has helped in this
process cannot be quantified, but it was certainly a factor. For example,
the decision by Conco in 1986 to disinvest from South Africa and relo-
cate its Coca-Cola concentrate plant to Swaziland was based on the
continued ability to service the South African market duty free. This is
but one example: there is plenty of anecdotal evidence to suggest that
this was a factor in the case of other disinvesting companies. However,
a number of other factors contributed to speeding up the growth of the
manufacturing sector in BLS during the late 1980s. In particular, all
three countries revised their incentives for foreign investment in man-
ufacturing, and this attracted firms from the newly industrialized
Asian economies; for example, Swaziland’s revised incentives of 1985
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attracted four textile-related manufacturing plants from Taiwan
Province of China the following year, while in Lesotho the annual
growth rate in real value added in manufacturing was 10 percent be-
tween 1986 and 1991, principally as a result of FDLin textiles and cloth-
ing from the Far East.

Mention has been made above of an abortive attempt in the 1970s to
establish a motor vehicle assembly plant in Lesotho. This industry has
once again become an issue within SACU. In recent years, a French
manufacturer (Peugeot) planned to set up a plant in Namibia to serve
the South African market, but South Africa objected. Surprisingly,
however, a Swedish truck manufacturer (Velvo) and a Korean car
manufacturer (Hyundai) went ahead with assembling in Botswana.
The difference between the Hyundai venture and those of Honda and
Peugeot are: (1) The local content program of the South African gov-
ernment in respect of the motor vehicle industry has progressed sig-
nificantly since the 1970s, and is no longer regarded as an import con-
trol measure as it was at the time the Honda plant in Lesotho was
being planned. Thus Article 11(5) was not a valid mechanism for South
Africa to use to stop the Botswana project. {2) The Namibian govern-
ment requested that excise-duty relief be given for the proposed Peu-
geot plant, but this was not acceptable to South Africa. By contrast,
Botswana saw a loophole in the form of imports under rebate of cus-
toms duty in respect of semi-knocked-down (SKD) units, [n fact, a
number of enterprises in South Africa was making use of the same
loophole to assemble vehicles that were not being manufactured in
South Africa.

The South African motor industry and trade unions were upset at
these developments, and requested the South African government to
intervene. The Board of Tariffs and Trade agreed to abolish the rebate,
and there were alse proposals to raise excise duty on imported vehi-
cles and components not conforming to a definition of completely
knocked-down {CKD) units that had been revised in 1993. The South
African industry wanted Botswana’s imported SKD kits reclassified as
completely built-up (CBU) units, which would carry a much higher
duty. Botswana complained that this would adversely affect its vehicle
assembly. The Board of Tariffs and Trade did not implement its new
policy pending resolution at the SACU level. The matter was resolved
in July 1995 when South Africa and BLNS agreed that the motor in-
dustry should be based on CKD units. A new definition of CKD came
into effect in April 1995 and allowed SKD assemblers two years to con-
vert their facilities; later, this was extended until 1999. In terms of the
GATT offer, the SACU is moving away from excise duties to customs
duties, and will allow rebates to manufacturers and assemblers on the
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basis of their export/import ratios: a favorable ratio will allow an in-
dividual manufacturer to import even CBUs.

Intra-SACU Trade

South Africa has tended to underestimate its benefits from the
SACU. Together, BLNS are South Africa’s major trading partner. For
example, in 1994 exports to BLNS were worth R13,788 mn (more than
double that to any other country) while total trade with BLNS was
R17,131 mn as against R16,678 mn with Germany, South Africa’s
largest single trading partner. Moreover, South Africa has a favorable
balance of trade with the BLNS, running at about 5.9:1, and they take
approximately 25 percent by value of its manufactured exports. South
Africa traditionally has been by far the major supplier. These statistics
refer to goods “from or through” South Africa; that is, they include
goods that were imported through South African commercial channels
but that might have had their origin elsewhere. In other words, the fig-
ures for South Africa reflect the role of South African producers as well
as distributors in supplying the BLNS market. Since 1969, Swaziland
has imported at least 50 percent of its requirements from South Africa
in all but five years. Lesotho obtains more than 90 percent of its im-
ports from South Africa, while for Namibia the figure is about 90 per-
cent and for Botswana 80 percent. In the absence of a customs union,
some of South Africa’s exports to BLNS would face severe competition
and be lost to suppliers from abroad. The proportion is difficult to es-
timate because many retail and wholesale firms in BLNS are branches
of South African companies and are linked into the buying patterns of
their head offices. However, there is no doubt that there are trade-di-
verting effects in South Africa’s favor. Moreover, apart from being a
market for goods, there is a substantial flow of services from South
Africa to BLNS. Clearly, BLNS purchases contribute substantially to
South African company profits and employment attributable to the
trade-diverting effects of SACU tariffs, which until the advent of the
WTO in 1995 had been set in order to protect South African industry.
McFarland (1983} estimated that 300,000 jobs in South Africa were at-
tributable to the SACU, but his methodology might be questioned.

Trade liberalization under the WTO will lead to a reduction of SACU
tariffs during the period 1995-99. This will open up the SACU market
to competition from overseas suppliers, and it is possible that South
Africa might lose some of its hold on BLNS markets. The liberalization
of tariffs, therefore, might have the effect not only of reducing the de-
gree of trade diversion in the SACU for BLNS but also of leading to a
slightly less skewed balance in their trade with South Africa.
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Many BLNS industries predominantly serve the South African mar-
ket, for example, the range of Swaziland’s manufactured exports to
South Africa has grown rapidly since the mid-1970s when the indus-
trial diversification of the country started to show in the statistics. This
continued in the 1980s, the large increase in exports to South Africa in
the second half of that decade being accounted for largely by increases
in textiles, miscellaneous manufactured goods, and miscellaneous ed-
ible products. Soft-drink concentrate and paper were dominant in
these new product ranges. The net result of these developments is that
South Africa has become far more important as a destination for
Swaziland’s exports over the years. Whereas in the early 1970s it took
only about 16 percent on average of Swaziland’s exports, the figure
today is approximately 50 percent. In the case of Lesotho, while the ab-
solute volume of exports to South Africa has grown, the proportion
has remained at about 40 percent, Lesotho’s growing exports of cloth-
ing and textiles being aimed mainly at preferential markets abroad.
The exports of Botswana and Namibia are dominated by minerals (es-
pecially diamonds) and are sold mainly abroad; nevertheless, South
Africa takes 25 percent of Namibia’s exports and the major share of
Botswana’s manufactured exports.

The high level of intra-SACU trade is driven by firms. In a survey in
1992 that covered firms engaged in cross-border trade in BLNS, firms
were asked whether or not they had found the various regional group-
ings to be useful in the course of their business. The CMA (85.4 per-
cent}) and SACLJ (73.3 percent) received the highest rates of approval.
The survey did not include South Africa, but organized business in
South Africa has generally been very positive toward the Customs
Union and, indeed, to some vague notion of deeper integration. The
positive experience of BLNS firms in SACU revolved around four
points, namely, ease of trade, the lowering of prices, the availability of
goods and services, and access to markets. Under ease of trade, an-
swers include: a reduction of import problems (borders/customs
problems, documentation, bureaucracy, delays), a simplification of
business procedures, ease of contact with suppliers, and good infor-
mation. The main benefits from the CMA related to issues of mobility,
the exchange rate, and convertible currency. Many firms benefited
from the free flows of capital and currency; the reduction of exchange
control problems (because of the ability to pay in local currency); the
reduction of bureaucratic and administrative problems; the absence of
delays in payment; and the facilitating of intercompany business ac-
tivities and transfers of funds. Rand parity was regarded as useful, the
exchange rate was favorable for exporters, and foreign exchange fluc-
tuations with neighboring countries were eliminated, The rand was a
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fully convertible currency and accepted worldwide, and any indepen-
dent currency would not have had sufficient backing to be stable. The
CMA was also good for intraregional tourism.

Cross-Border Investment

If the SACU is to promote higher rates of economic growth in all
member countries, this will also imply higher rates of investment.
South African firms have been major investors in the smaller countries,
and the flow of funds to Lesotho, Namibia, and Swaziland has been fa-
cilitated by their membership in the CMA. BLNS have not been left out
in South Africa’s growing cross-border investments since the political
changes of 1990. Indeed, Scuth African firms in banking and finance,
retailing and wholesaling, and manufacturing have continued to ex-
pand in BLNS, although unfortunately no data are available in respect
of these flows.

The Renegotiations

By the end of the 1970s, it was clear that neither Socuth Africa nor
BLS were entirely satisfied with the 1969 Agreement, albeit for differ-
ent reasons. In essence, South Africa and BLS differed in the 1980s as
to where the emphasis ought to be placed in the customs union, that
is, on revenue or development. According to Walters (1989), the SACU
“was to be a tool of integration designed to promote economic devel-
opment and it was explicitly recognized that this could only be
achieved if there were discriminatory measures in favor of BLS.” One
of these measures was the enhancement factor. Since the new Agree-
ment led to an immediate increase (by a factor of 2.8} in the revenue
accruing to BLS, it is not surprising that it was this aspect rather than
development that they tended to emphasize.

Whereas South Africa wanted to shift the emphasis to ways and
means of encouraging economic development in BLS in line with the
preamble, BLS raised a number of problems concerning the formula,
proposing that the range for the stabilized rate of revenue be increased
to 19-25 percent, and that an econometric method be introduced for
calculating cash flows and eliminating the time lag in payments. These
proposals were favorably considered by a subcommittee of the Cus-
toms Union Commission in 1981-82 but were rejected by Pretoria,
which stated that it wished to renegotiate the Agreement as a whole.
South Africa then commissioned a study {(McCarthy, 1986} to investi-
gate the matter. Thereafter, it advised BLS that it would press for a re-
vised, “clean” formula with no enhancement or stabilization factors; a
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strategy to counter polarization and to provide for an equitable distri-
bution of economic development in the Customs Union; the establish-
ment of a Council of Ministers and a permanent Secretariat; and ways
of improving BLS relations with the then Board of Trade and Indus-
tries. BLS contested the main conclusions of the McCarthy report, and
it was agreed to establish a study group to investigate the agreement.

With no progress being made in the investigation, BLS took the ini-
tiative, and negotiations recommenced in 1990. At that stage the newly
independent Namibia joined the SACU as a formal member. South
Africa’s attitude (in 1991) was that the Customs Union was becoming
financially unaffordable, and that it wished to have greater freedom in
respect of its industrial development policies. [t suggested that the
agreement in its present form should continue pending further discus-
sions, but that the terms of reference of the study group should be
suspended.

In the following two years, South African government spokesmen
from time to time made public comments suggesting that Pretoria
wished to dissolve the Customs Union. For example, the minister of fi-
nance was reported in the press as having been on the verge of with-
drawing South Africa from SACU, being dissuaded from doing so by
the Department of Foreign Affairs (Sunday Times Business Times, Feb-
ruary 7, 1993).

South Africa then suddenly changed its views on SACLU, the minis-
ter of finance informing his BLNS counterparts in 1993 that SACU was
indeed viewed as an important instrument for regional integration.
Positive views were also expressed by BLNS, and it was agreed to es-
tablish a Joint Technical Group, the first task of which was to deal with
the GATT offer. However, with general inaction in government in Pre-
toria in the runup to the April 1994 elections, other SACU matters took
a back seat, and it was only in November that a CUTT was established.

The Current Position

The five SACU countries have been renegotiating the existing
Agreement since December 1994. The negotiations have been behind
closed doors with very little information being made available to the
public, but it is well known that the major issues have been the rev-
enue-sharing formula and the institutional structure of the proposed
secretariat together with the control of tariff policy. The new agree-
ment was originally scheduled to be concluded in 1995, but it is now
clear that this will not occur before 1998.

The CUTT last met in October 1996, and there has been virtually no
movement on the major contentious issues since then. One reason is
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that the negotiations are being conducted by the South African De-
partment of Trade and Industry which simultaneously has been in-
volved in discussions with the European Unicn on a free trade agree-
ment and with SADC on a trade protocol for the establishment of a
free trade area. More recently, too, the SACU countries together have
been negotiating a free trade agreement with Zambia. The labor re-
sources of the DTI are severely stretched, and the SACU negotiations
have lagged, presumably because they relate merely to renegotiations
of an existing agreement rather than to the establishment of something
new. In the meantime, however, South Africa and the BLNS govern-
ments have worked closely together on the three trade agreements
mentioned above. A bilateral free trade agreement between a customs
union partner and a third country is incompatible with customs union
membership because of the CET. Thus BLNS felt that they should have
been included in the South Africa~EU free trade discussions; this was
understood by South Africa, which has consulted with BLNS during
the negotiations. Although South Africa has renewed a bilateral trade
agreement with Zimbabwe, the five countries agreed to approach the
SADC free trade and Zambia free trade negotiations as SACU: the
main difficulty in reducing tariffs within SADC is in fact between the
SACU and non-SACU countries. However, this cooperation should
not mask the fact that there are very real differences between South
Africa and the BLNS countries.

The revenue-sharing formula is not one of these differences: al-
though the new foermula has not been made public, the South African
minister of trade and industry has stated that it would ensure that
BLNS revenue was not destabilized. The formula will exclude excise
duties,* surcharges, and the enhancement and stabilization factors, but
will compensate BLNS for the price-raising effects of their total im-
ports. The concept of a residual due to South Africa will disappear.
Revenue from SACU has been an important source of central govern-
ment revenue for BLNS: during the period 1990/91-1995/96, for ex-
ample, receipts from SACU averaged 17.1 percent of central govern-

“This appears to be a retrogressive step. The purpaose of excise duties is to raise revenue for
a goverunent. Excise duties were inciuded in the formula to reduce the administrative costs
that had been incurred under the 191{ agreement, involving rebates on infra-union trade
under removal-in-bond procedures. McCarthy (1986} conceded, and both the Margo Com-
mission (South Africa, 1987} and the White Paper (South Africa, 1968) accepted, that practical
problems of administering such a system, requiring as it would strict border controls, made it
essential fo retain excise duties in the formula. This underlines the fact that, if it is the inten-
tion lo eliminate customs frontiers and documentation in a customns union, a uniform excise
tariff is necessary. BLNS will gain some fiscal sovereignty from the new arrangement, but the
intensity of integration will be lower.
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ment recurrent revenue for Botswana, 50.2 percent for Lesotho, 27.6
percent for Namibia, and 44.8 percent for Swaziland (South Africa’s
figure is about 13 percent). Under the new formula, BLNS would be re-
sponsible for setting and collecting their excise duties, but customs du-
ties would continue to be pooled before being distributed. The net ef-
fect will be that BLNS will receive about 60 percent of the new customs
duty-only pool; nonetheless, this share, together with the excise duties
they raise independently, is expected to result in a decline of customs
and excise revenue because of tariff liberalization.?

The major issues are those surrounding the institutions te govern
the revised Agreement. The idea of a secretariat was that it would also
be a supranational tariff-setting institution. However, South Africa has
now indicated that it is reluctant to cede such vital decision-making
powers to a supranational body as long as there is no agreement on in-
dustrial policies. South Africa’s problems are principally with Namibia
and Botswana.

The problems with Namibia are twofold: first, in textiles and cloth-
ing Namibia is apparently not implementing the duty credit rebate
scheme correctly, while it is also not applying the agreed-on excise
duty on beer. The other countries claim that the excise duty must be
levied, but Namibia argues that it is there to protect a South African
beer monopoly that wants to expand into Namibia. This issue needs to
be resolved to divide the revenue pool among the BLNS countries, and
there is no room for flouting the agreed-on formula. Namibia has a
point when it argues that the South African monopoly will dump on
the Namibian market, and unfortunately the SACU agreement is vul-
nerable on this score. None of the five countries has the capacity to
handle the dumping issue, and this is precisely why a secretariat is
needed.

Despite the agreement mentioned above relating to motor vehicles,
there remain differences of opinion between South Africa and
Botswana in this area. The new plant in Botswana is state of the art,
and production will be mere efficient than in competitors’ South
African plants. Botswana argues that the South African policy has been
worked out in isolation by individuals favoring a protectionist strat-
egy, but it has not made any counterproposals.

5The outcome will depend on the elasticity of substitution between SACU products and im-
ports. On balance, however, in the long run this effect in itself is thought unlikely to be posi-
tive, although sufficiently significant positive growth effects from trade liberalization on the
SACU econormies could generate an expanded common revenue pool,
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Another point of dispute—between Swaziland and South Africa on
sugar—has occurred mainly at the industry rather than the govern-
ment level. Swaziland has a comparative advantage in sugar-based
manufacturing industries, but the South African industry has com-
plained that it is concerned about the loss of domestic sales to indus-
tries that have relocated their processing operations to Swaziland. The
Swaziland Sugar Association claims that South African proposals for a
protocol limiting such trade violate the free trade provisions of SACU.
[t now appears, however, that the dispute will be resolved by the con-
clusion of a special protocol on sugar, which will then also be used in
negotiations between SACU and the other SADC countries in respect
of the SADC trade protocol.

South Africa’s stance has been criticized by other customs union
countries, particularly Namibia, but it might stem from a realization
that, with Pretoria’s hand on the tiller, SACU, unlike ali other regional
organizations in Africa, has functioned effectively. South Africa is un-
willing to lose control of vital mechanisms until clear policies have
been agreed upon. In the meantime, it has suggested that the BLNS
countries should each have a seat on the Board of Tariffs and Trade,
but these countries want a supranational body. Clearly, this is an issue
that requires resolution.

There are also apparently some voices in Pretoria that still raise the
question as to whether SACU is worthwhile. However, it is essential,
for the future of economic integration in Africa, that the SACU Agree-
ment be renegotiated successfully. Failure to do so would send a neg-
ative message to the rest of Africa, and especially to SADC and
COMESA: the same five countries that had failed to reach an agree-
ment would now be involved in other moves toward trade integration,
and the same obstacles would again arise. If South Africa and the
BLNS countries are unable to improve the SACU agreement, they are
hardly likely to work together more harmoniously under any other in-
stitution aiming to become an authentic economic integration
arrangement.

Key Considerations for Regional Integration

North-5outh Versus Scuth-South Arrangements

Collier and Gunning (1993} argue that developing countries have
more to gain from North-South than from South-South regional inte-
gration arrangements, because the former would bring the benefits of
global liberalization and play a role in the enhancement of policy cred-
ibility of the South partners. In the Southern African case, South
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Africa’s concentration on the negotiations for an FTA with the Euro-
pean Union are an attempt at North-South integration. From South
Africa’s perspective, the question as to whether or to what extent it
needs the region is certainly a tough question, particularly in view of
the fact that it has bilateral trading arrangements (or is in the process
of renegotiating these} with its important trading partners in the re-
gion. Hence it is legitimate to examine its effective economic commit-
ment to the region. In addition, the renegotiations of the Lomé Con-
vention, starting in October 1998 may be viewed as more significant to
some member states than negotiations in the region.

Trade-Transactions Costs

McCarthy (1996) suggests that infrastructural development should
precede regional integration efforts. Mistry {1995} goes further to sug-
gest that a much broader approach to integration is required. Sectoral
investment cooperation and development of institutional capacity are
included in his list of areas of cooperation. For the Southern African
case, as applies to SACU and SADC, the lack of infrastructure (for ex-
ample, in terms of road and communications networks}, bureaucratic
delays, customs formalities, and industrial standards contribute to
trade-transactions costs. Some of these are noted as NTBs, and in terms
of the SADC Trade Protocol these are to be eliminated. However, as
noted above, this is a daunting task. Decisions to trade are ultimately
not made by governments, but by firms, and these transaction cost cal-
culations wi]l determine whether they focus on the regional market or
elsewhere,

Lack of Private Involvement

Firms are the decision makers when it comes to location of industry
and the search for new markets. Governments contribute to the cre-
ation of the environment within which these decisions are made, and
can influence or attempt to guide firm decisions. In this regard, the
problem of policy credibility in the region is a key consideration.
North-South arrangements would arguably offer less risk for firms be-
cause there would be effective sanction (such as withdrawal of market
access, for example} in the event of policy reversal.

Although a business council was formed in 1987 by SADCC to bring
the private sector into the regional integration process, and Annex V of
the SADC Trade Protocol makes provision for the involvement of the
business community, there are no explicit provisions to include labor,
farmers, commerce, and other social partners in the process. This could
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prove to be problematic in view of, for example, the response of labor
in South Africa to the perceived threats of increased labor mobility and
a regional labor market. The involvement of these key partners in the
process of regional integration is also important from the perspective
of institutional capacity development and the building of a support
base for regional integration efforts.

South Africa’s role as an investor in the region should not be under-
estimated. South African firms have responded to the opportunities af-
forded by flexible labor markets in the neighboring countries, and a
more favorable wage-productivity nexus than in the South African
economy. The development of manufacturing and retailing activities
in countries such as Malawi, Mozambique, Tanzania, Zambia, and
Zimbabwe, indicate that the private sector is perceptive to regional op-
portunities, however these should be supported by a credible policy
environment with guarantees against reversals. Ensuring that the pri-
vate sector has a stake in the regional integration effort could make a
positive contribution to the process.

Legal and Political Concerns

Issues of peace and security and political stability in the Southern
African region need to be considered. The potential for political insta-
bility in Angola and in one of SADC’s newest members, the Congo,
cannot be ignored. Here the potential impact of political commitment
to the region cannot be underestimated. South Africa needs to reflect
on its interventions in the region: concerns about the bully on the block
do not contribute to a politically stable region! The intricate interplay
between political and economic factors should enjoy priority on the re-
gional integration agenda in Southern Africa. An example here relates
to the attraction of FDI to the region: the private sector responds to
perceived political risk and stability of the policy environment. Recent
developments in Zimbabwe {December 1997-January 1998} are ade-
quate evidence in this regard.

Given the provisions for implementation of the Uruguay Round,
countries wanting to offer preferential arrangement for some trading
partner in services were required to notify a list in 1994. SADC did not
do this, 5o its “view to liberalize their services sector within the Com-
munity” may not be easy to achieve. Investment regulation is clearly
on the international agenda. SADC and SACU should take note and be
prepared.

The legal compatibility of the GATT-WTQO agreements, the Lomé
Convention, SADC, SACU, COMESA, and the various bilateral agree-
ments in the region needs to be carefully examined to ascertain the im-
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pact on the process of implementing of the SADC Trade Protocol and
the renegotiated SACU Agreement.

Integration and National Economic Challenges

A number of studies referred to above indicated that regional inte-
gration arrangements, in sub-Saharan Africa and also in Southern
Africa are not significant determinants of intraregional trade flows;
that stimulus to intraregional trade is more likely to come from the de-
velopment and growth of the national economies and from a reduction
of trade transactions costs. The complementarities and tensions be-
tween the objectives of regional integration as envisioned by SACU
and SADC, and those of domestic economic policy need to be ex-
plored. What is, for example, the impact of eliminating subsidies or in-
fant industry protection {assuming that these do not fall under per-
mitted exemptions} as required in terms of the SADC Trade Protocol
on the domestic economy.

Another factor in this regard concerns the relative importance at-
tached to regional integration initiatives vis-a- vis domestic economic
challenges. As has been pointed out, in the case of South Africa, it is
reasonable to expect that the challenges at home are more likely to
enjoy the attention of policymakers than regional priorities. And the
same can probably be said for a number of other countries battling the
effects of structural adjustment.

Institutional Capacity Building

The transformation of SADCC into SADC and the track record of the
SPA have highlighted the urgent need for institutional capacity build-
ing. SADC institutions require the development of capacity to formu-
late, coordinate, harmonize, manage, and implement policy. Develop-
ment of effective coordination and management capability of national
structural adjustment program so as to make them responsive to the ob-
jectives of economic integration should be pursued by member states.

Conclusion

Regional integration in Southern Africa, with the exception of
SACU, does not have an impressive track record. Despite this, SADC
is growing, and attempts to invigorate regional integration are being
pursued, as the signing of the SADC Trade Protocol indicates. Factors
contributing to this optimism include the new role of South Africa in
the region, which despite misgivings on certain counts is expected to
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contribute to the development of the region. In addition, the experi-
ence of the European Union and North America has persuaded re-
gional policymakers that the benefits from regional integration extend
well beyond static welfare gains, to dynamic benefits that affect the de-
velopment prospects of national economies.

The fundamental objectives of regional integration in Southern
Africa need to be clarified. In this connection, it should be recognized
that regional integration in Southern Africa could divert trade from
cheaper international sources. This clearly does not enhance the wel-
fare of the region.

Regional industrial development {supported by cooperative infra-
structure development} and institutional capacity development fo
manage the process of regional integration both deserve attention. Re-
gional integration should be seen as a component of a regional devel-
opment strategy, complemented by coherent national policy initia-
tives. The conclusion is that, given the track record of Southern Africa
and current regional and national challenges, the path of regional in-
tegration can be expected to proceed haltingly with disputes among
members and diversions, as countries focus on national priorities.
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Regional Trade Arrangements: 1 7
The COMESA Experience

Louis A, Kasekende and Charles A. Abuka

There is a growing consensus that regionalism in Africa has been a
dismal failure. [n spite of the numerous attempts at regionalism, the
actual record of cooperation in the region has not been salutary.
Looked at in terms of success in promoting trade, the evidence reveals
that trade-creating efforts have been marginal. This is pointed out in
Elbadawi (1994), Fine and Yeo (1994}, Kasekende and Ng'enc {1995),
Lyakurwa (1996}, and Aryeetey (1996). It is clear that the apparent fail-
ure of regionalism in Africa can at least in part be attributed to several
factors: highly protectionist national trade policies; the fact that most
countries are too similar in endowments for such collusive policy to
lead to substantial trade creation; the failure to design effective
arrangements in cases where benefits are skewed in favor of a few
among the cooperating partners; limited infrastructural developments
linking cooperating partners; and a lack of commitment tc agreed-on
policies at the regional level.

In spite of the poor record, there are still calls for countries in the
region to use integration as a supranational mechanism to foster na-
tional policy credibility and convergence. Integration, it is argued,
can be used as a means for pooling risks, resolving conflicts, and
minimizing political risks. Work by Kiggundu (1990), Adedeji
(1989, the ADB (1993}, Ng'eno (1994}, and Mistry {1995) continues
to make a strong case for integration. In particular, regional integra-
tion has been championed as a means of overcoming limits on in-
dustrialization in narrow domestic markets and thus as an engine
for economic growth. It has also been argued that FDI can more eas-
ily be attracted through regionalism. Critical impetus to this view
has, in particular, been provided by the Easterly and Levine (1994)
study of the causes of economic growth in Africa. They found that a
country’s growth rate is significantly affected by a neighbor’s
growth rate. Furthermore, economic growth is enhanced when
neighboring countries coordinate their economic policies. These
arguments make a convincing case for regionalism as a tool to
strengthening growth, but the benefits of policy coordination can
only be enjoyed if the cooperating partners implement agreed-on
policies,

462
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The objective of this chapter is to place the COMESA experience
within the perspective of trade reforms and the various attempts at re-
gional integration. The first section reviews what have been the perti-
nent issues with regard to regionalism in Africa. It also highlights the
developments in the PTA, including the measures so far implemented
by its institutions. The second section examines the problems that have
hindered effective integration in the COMESA states, The third and last
section provides some reflections regarding the future of COMESA.

Issues for Regionalism

The guiding principles for the renewed efforts at regional integra-
tion are embedied in the Lagoes Plan of Action {LPA) and the Final Act
of Lagos of 1980. This originally provided a framework for the regional
groupings that could evolve into an African Economic Community by
the year 2000. The four subregional blocs were the Economic Commu-
nity of West African States; the Economic Community of Central
African States; the Preferential Trade Area for Eastern and Southern
African States; and the Arab Maghreb Union in Northern Africa. The
Abuja Treaty of 1991, which recognized the difficulty of establishing a
continentwide common market by 2000, extended the formation of an
African single market to 2025.

Underlying the thinking of the LPA is the need for large markets if
Africa is to support its industrialization process. It was believed that,
by setting up large trading blocs, sub-Saharan Africa would attain
economies of scale necessary to trigger complementarity in industrial
production. In addition, the large trading blocs would make Africa
more attractive to FDI (Lyakurwa, 1996) and with it, transfer of
technology.

Several regional organizations were set up or have been revitalized
primarily to promote regional efforts. These include the Southern
African Development Coordination Conference, Intergovernmental
Authority on Drought and Development, and Kagera Basin Organisa-
tion. The SADCC, which concentrated largely on project coordination,
has been transformed into the South African Development Commu-
nity and now incorporates trade integration; the PTA has been trans-
formed into COMESA,; and efforts are also under way to revive the for-
mer East African Community (EAC). At the moment, the EAC
provides for cooperation for an agreed-on set of areas, but pressure is
mounting for widening membership to include Rwanda and to cement
the relationship into a common market.

In spite of these numerous attempts at regionalism, the actual record
of cooperation in the region has not been encouraging. Measured by
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success at promoting trade, the evidence reveals that trade-creating ef-
forts have been small or nonexistent (Elbadawi, 1994; Kasekende and
Ng'eno, 1995; and Lyakurwa, 1996). As pointed out by Elbadawi, the
apparent failure of regionalism in sub-Saharan Africa can at least in
part be attributed to highly protectionist national trade policies in the
region. Other factors accounting for the poor performance of regional-
ism are articulated in a number of studies.! They include the factors
given above in the first paragraph. Faced with overwhelming evidence
of failure of regionalism in sub-Saharan Africa, one is tempted to ask
whether there is still a firm basis for promoting it.

Optimists still maintain that there is a window of opportunity for
countries in the region to use integration as a supranational mecha-
nism to foster national policy credibility. [t can also be used as a means
for pooling risks, resolving conflicts, minimizing political risks, ex-
ploiting complementarities, and developing regionally based links
within a reciprocal and mutually beneficial arrangement. Moreover,
regional integration can permit access to increased investment from
outside the region. This can be triggered by the existence of preferen-
tial and stable access to a large market,? as well as the increased po-
tential for complementarities in resources and growth of productive
capacity. In addition, the associated decline in uncertainty on the
macroeconomic policies that countries in the regional arrangement fol-
low can provide the desired lock-in effect for policy credibility. This is
important because, as shown in Figures 1 and 2, with the exception of
Mauritius the rest of the countries are risky investment areas; they
score a credit rating of less than 30 on the institutional investor credit
score. For Uganda, the scope for improvement is still significantly
large.

There is a growing literature pointing to trade barriers, in whatever
form, as having growth-reducing effects. In particular, opening the
economy to international trade and finance is cited as the single

These include Elbadawi (1994), Fine and Yeo (1994), Kasekende and Ng'eno (1995), and
Mistry (1995).

Work by Mistry (1995}, Adedeii (1989), the ADB (1993), Ng'eno {1994), Kiggundu {1990),
and Easterly and Levine (1994) continues to provide a strong case for integration. In particu-
lar, regional integration has been championed as a means of overcoming limits on industrial-
ization in narrow domestic markets and as an engine for economic growth. It is argued to en-
hance the negotiating ability of members in international forums. More recently, the
dimension of attracting FD)l has been added as a possible positive effect arising from integra-
tion. Easterly and Levine, in particular, argue that a significant explanation of Africa’s poor
economic performance may be described as the “contagion effect.” This implies that a suffi-
cient critical mass of countries may be what is required to provide the demonstration effect to
change the negative contagion effect into a positive one with mutually beneficial effects on the
growth and development of neighbors.
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Figure 1. Credit Ratings of Selected Sub-Saharan African
Countries, September 1996
{Risk rating)
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biggest spur to growth that a government can provide. It enhances
economic efficiency and performance. This view has led governments
in sub-Saharan Africa during the past 10 years to change economic
policy orientation toward increased openness. As pointed out by
Mistry {1993), the pursuit of the twin objective of regionalism and
structural adjustment program is neither contradictory nor mutually
exclusive. It is, therefore, surprising that efforts to operationalize ef-
fective ways in which regionalism and structural adjustment are self-
reinforcing are negligible. To the extent that obsession with inward-
looking policies at a national level is a constraint on regionalism,
liberalization of trade offers a potential opportunity for regicnalism.
What is required is to design the regional groups to take advantage of
the benefits from liberalization.

Of course, the above arguments imply that the new integration ini-
tiatives will have to be designed and pursued in an cutward-criented
manner, consistent with the achievemnent of genuine multilateral liber-
alization. The end result should be to ensure that trade and investment
occur easily across national borders. This can allow not only the at-
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Figure 2. Uganda’s Credit Rating
(Risk rating)
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tainment of efficiency? gains from trade but also reaping economies of
scale.* What is required is to build up throughout the region the
“agencies of restraint.” According to Collier and Gunning (1997),5
these agencies include an independent central bank, the running of
cash budgets, effective capital account convertibility, and the design of
regional macroeconomic convergence criteria.®

3EHiciency gains could be captured by enlarging markets and overcoming functionat losses
in allocative, administrative, and transachons costs associated with small market size, macket
distortions, and barriers to the movement of productive factors as well as goods and services.

Scaie gains would result from large cost savings in major projects realized through region-
ally coordinated investment in physical, social, and institutional infrastructure.

*Collier and Gunning argue further that commitment strategies for investor rights, which in-
clude public insurance arrangements, credit syndication arrangements, and liberal investiment
charters, need to be built up to foster confidence.

£The issue of commitment technology is also taken up in Aryeetey and Oduro (1996). Sim-
ply put, the building up of credibility through commitment mechanisms is important because
investment will only increase if economic agents perceive that the formation of the integration
unit wili enhance growth prospects regionwide. [nvestors need to be assured that the macro-
economic environmment will remain fairly stable and expropriation of private capital is no
longer an issue.
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The Preferential Trade Area of Eastern and Southern Africa

In accordance with the LPA, the East and Southern African countries
created the Preferential Trade Area in 1982. The objective of the PTA as
provided in its treaty is to promote cooperation and development in all
fields of economic activity, particularly in trade, industry, transport,
communication, agriculture, natural resources, and monetary affairs;
with the overall aim of raising the standard of living of its people, of
fostering closer relations among its member state; to eventually create
a common market that would permit free movement of goods, capital,
and labor within the subregion, and contributing to the progress and
development of the continent.

The functioning of the PTA was to be reviewed in accordance with
the provisions of the treaty with a view to establishing an Economic
Community for Eastern and Southern African States. Indeed, in De-
cember 1993, a Common Market for Eastern and Southern Africa was
formally established as a first step toward this goal. COMESA cur-
rently covers most of the countries in Eastern and Southern Africa,
with a total population of 258 million people and GDP of $69.8 billion.
Its current membership is 237 countries: Angola, Burundi, Comoros,
Diibouti, Republic of Congo, Ethiopia, Eritrea, Kenya, Lesotho, Mada-
gascar, Malawi, Mauritius, Mozambique, Namibia, Rwanda, Sey-
chelles, Somalia, Sudan, Swaziland, Tanzania, Uganda, Zambia, and
Zimbabwe, Three potential members, Botswana, the Democratic Re-
public of the Congo, and South Africa, are yet to join.

COMESA has immense diversities in terms of economic size, per
capita income, level of industrialization, and cultural background (see
Tables 1 and 2). Six member countries have a population of less than 2
million while four countries, Ethiopia, Kenya, Sudan, and Tanzania,
account for about 60 percent of the population of the region. About 40
percent of the GDP of the region is generated in Ethiopia, Kenya, and
Zimbabwe. The income per capita ranges from as low as $100 in
Mozambique to as high as $3,380 in Mauritius; only five member states
have per capita income over $300. The economies of COMESA remain
small relative to most economies in South America. Total GDP of
COMESA is less than a quarter of the GDP of Mexico. Figures 3, 4, and
5 show the relative economic size of COMESA, the state of communi-
cations infrastructure, and power transmission and distribution losses
in selected countries.

In spite of these diversities, emphasis on regional trade expansion
continues to be made. The current COMESA economic integration pro-

“Some countries have already expressed a desire to pull out of the arrangement,
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Table 1. Population and Income Diversity, Preferential Trade Area

Average Average
Annual Growth Annual
Population, Rate of Growth Rate GDP 1995 GNP, 1995

1995 Population, of Population, (Millions  Per Capita
Country {Millions) 1980-95 1992-2010  of dollars) (U.S. dollars)
Angola 11 25 2.8 3,722 410
Burundi & 2.8 2.5 1,062 160
Ethiopia 56 2.7 2.8 5,287 100
Kenya 27 32 2.2 9,095 280
tesotho 2 25 2.1 1,029 770
Malawi 10 3.1 2.4 1,465 170
Madagascar 14 T30 28 3,158 230
Mauritius 1 1.0 1.0 3,919 3,386
Mozarnbique 16 1.9 2.4 1,469 1,110
Namibia 2 2.7 23 3,033 2,000
Rwanda 6 1.4 35 1,128 180
Tanzania 30 31 2.6 3,602 120
Uganda 19 2.7 2.6 5,655 240
Zambia 9 3.0 21 4,073 400
Zimbabwe 18 3.0 1.6 6,522 540

Source: World Bank {1997a).
MNaote: Most aggregates for Comoros, Djibouti, Seychelles, Somalia, Sudan, and Swaziland were
not reported,

gram places weight on trade liberalization through the removal of tar-
iffs and NTBs as well as the elimination of administrative and institu-
tional barriers to trade flows and transit traffic facilitation.

It spite of the poor indicators shown above, in terms of the resource
envelope, Africa, South of the Sahara, produces most of the world's
gold, diamonds, platinum, chrome, and manganese. [t has 300 billion
tons of coal, more than 170 billion cubic meters of natural gas, more
than 200 billicn metric tons of petroleum, and large quantities of ura-
nium, nickel, copper, and cobalt. The subregion, therefore, has great
potential for propelling its economy into sustainable growth.

The Common Market for Eastern and Southern Africa

At its inception, the PTA was planned to be transformed to a com-
mon market by the year 2000. In January 1992, the PTA Authority
adopted recommendations to transform the PTA into COMESA. The
treaty establishing COMESA came into force in December 1994, after it
was ratified by the required number of member states.

The COMESA treaty specifies the areas of cooperation as trade lib-
eralization and customs, transport and communication, industry and
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Table 2. Economic Indicators, Preferential Trade Area

Gross
Average Annual Domestic Merchandise
Rate of Change Savingsasa  Trade, 1995
in Consumer GDP Growth Percentage {Millions
Price Index Rates (Percent) of GDP of dollars)
Country 1980-90 1990-95 1980-90 1990-95 1993-95 Exports Imports
Angola - ce 3.7 —4.1 35.2 3,508 1,748
Burundi 7.1 10.8 4.4 =23 6.7 106 234
Ethicpia 4.0 ca 2.3 ce 5.0 423 1,033
Kenya 1.1 27.3 4.2 1.4 5.0 1,878 2,949
Lesotho 13.6 13.0 4.3 7.5 -15.2 143 491
Malawi 16.9 21.9 2.3 0.7 0.3 325 821
Madagascar 16.7 22.0 1.3 0.1 2.7 364 499
Mauritius 6.9 7.3 6.2 4.9 234 1,537 1,959
Mozambique - 47.8 -0.2 7.1 4.4 169 784
Namibia 12.6 11.7 1.1 38 12.1 1,353 1,196
Rwanda 3.9 13.2 2.3 -12.8 -19.7 45 235
Sudan 37.6 114.3 0.6 6.8 C 493 1.275
Tanzania 31.0 27.2 38 6.2 -0.2 639 1,619
Uganda 1024 19.7 3.1 6.6 4.2 451 1,058
Zambia 42.7 112.5 0.8 -0.2 5.0 781 1,258
Zimbabwe 138 28.2 3.5 1.0 1,885 2,241

Source: World Bank (19972},

energy, monetary policy and finance, agriculture, and economic and
social development. The major departure from the PTA treaty is that
the countries agreed to adhere to specified fundamental principles, no-
tably those related to recognition, promotion, and protection of human
rights; the rule of law; goed governance; and economic justice and
popular participation in development.

The treaty calls for the establishment of a customs union through the
removal of all trade barriers and establishment of a common external
tariff and rules of crigin. Cooperation in monetary and financial mat-
ters, not covered by the PTA treaty, was introduced to allow for macro-
economic policy coordination within COMESA. This is seen as neces-
sary in an environment of free movement of services and capital and a
movement toward convertibility of currencies. Cooperation in these
areas is also considered as a step toward the establishment of a mone-
tary union. Cooperation in economic and social development is sup-
posed to address the issue of the redistribution of the benefits from in-
tegration. This issue was not addressed by the PTA treaty, which
stipulated that special programs and projects will be promoted toward
the development of the least developed countries in the region.
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Figure 3. Relative Sizes of Economies, 1995
{GDP, in miliions of doflars}
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To facilitate trade, members agreed in January 1993 to the following
timetable for tariff elimination: 60 percent by October 1993, 70 percent
by October 1994, 80 percent by October 1996, 90 percent by October
1998, and 100 percent by October 2000. This implies that by October
2000 COMESA will have established a free trade area. However, the
implementation of the above schedule, as shown in Table 3, has been
remarkably slow. To date only 2 of the 20 COMESA member states
have reduced tariffs on intra-COMESA trade by the required
80 percent.

The slow implementation of the tariff reduction program has meant
that a number of COMESA countries have missed an opportunity to
facilitate trade. The loss of this opportunity can be gleaned by exam-
ining the standard deviation of tariff rates, which measures the dis-
persion of rates around their mean value—the argument being that
highly dispersed rates are evidence of discriminatory tariffs that may
distort production and consumption decisions. Figure 6 shows the dis-
persion of tariff rates in some COMESA member states between 1990
and 1993.
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Figure 4. Efficiency of the Power System, Selected
Countries, 1994

{Transmission and distribution losses as percentage of total output)

40

35 = H

25 = : H

15 - H

105~ H

Source: World Bank data.

In parallel with slow movement toward tariff reduction, studies of
the potential intra-COMESA trade continue to indicate that, on the
basis of the supply and demand patterns, intra-COMESA trade could
increase from the current level of $1.7 billion to about $4.0 billion an-
nually. Recognizing the slow pace of the COMESA implementation
schedule, the COMESA treaty now has two important innovations.
The first is the concept of multiple speed or variable geometry, which
provides for a group of countries to move faster in regional economic
integration process than the slower-moving countries. Second is the
imposition of sanctions on those countries that default in implement-
ing agreed-on COMESA programs and settlement of disputes arising
from interpretation or in the course of implementation of the treaty
(Mwencha, 1997).

Performance of the Institutions

Since its establishment, the PTA has created specialized institutions
to help coordinate the development and integration process of its
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Figure 5. Coverage of the Telephone System,
Selected Countries, 1995
{Telephones per 100 persons)
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member states. Its major achievements include the establishment of
the Trade and Development Bank for Eastern and Scuthern Africa {the
PTA Bank), the PTA Clearing House, and the PTA Federation of Cham-
bers of Commerce and Industry to enable the private sector to partici-
pate effectively in the PTA program for development. To resolve trade
disputes, the commercial arbitration center was established in Diji-
bouti, and a PTA tribunal was instituted to settle disputes among
member states arising from the interpretation or implementation of the
treaty and commeon decisions.

Success was recorded in the setting up of a well-functioning PTA
Clearing House and the PTA Bank. The bank was established in No-
vember 1985 as a financial wing of the economic integration arrange-
ment. [t is charged with providing financial assistance to promote eco-
nomic and social development and trade and alse to cooperate with
other institutions engaged in promoting development of region. To
promote intra-PTA trade liberalization and expansion, the member
states set up the PTA Clearing House, which began operations in Feb-
ruary 1984. The objectives of the Clearing House are, among others: to
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Table 3. Tariff Reduction Schedule for Common Market for
Eastern and Southern Africa, 1994-97

Caountry implementation Status Remarks

Comoros and Uganda Tariffs reduced by B0 percent

Kenya, Malawi, Mauritius,  Tariffs reduced by 70 percent
Zimbabwe, Tanzania,

and Eritrea
Zambia, Burundi, and Tariffs reduced by 60 percent
Rwanda
Madagascar In the process of
publishing its 80 percent
tariff reduction rate
Lesatho, Swaziland, Exempted These countries have
and Namibia been exempted due to
their membership in
SACU

promote the use of national currencies in the settlement of all transac-
tions among member states; to establish adequate machinery for the
settlement of payments among the member states; to economize on the
use of foreign exchange by the member states in their interstate trans-
actions; to encourage the member states to promote and liberalize
trade among themselves; and to promote monetary and financial co-
operation among the member states and closer relations among banks
throughout the PTA subregion.

Other measures introduced to facilitate intra-PTA trade include a
road customs transit declaration document, PTA customs bond guar-
antee scheme, simplification and harmonization of trade documents
and procedures, harmonized commodity description and coding sys-
tem for customs, PTA regional Automated System of Customs
Data/EUROTRADE Center, PTA Trade Information Network, and
common vehicle insurance through the Yellow Card. Other organs cre-
ated to facilitate trade were the PTA Federation of Chambers of Com-
merce, a commercial arbitration center in Djibouti, and the PTA tri-
bunal to settle disputes arising from implementation of obligations.

The method of achieving trade liberalization through the use of the
clearing house is the convertibility of all member countries’ currencies
with one another. This was to be attained through the commitment of
the member central banks to discharge their respective foreign cur-
rency obligations as notified by the clearing house promptly at the end
of the transaction period. Although the clearing house has now been
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Figure 6. Tariff Dispersion Rate, 1990-93
{Standard deviation)
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Source: World Bank data.

renamed the COMESA Clearing House, its performance continues to
slide. It should be noted that the use of the clearing house witnessed
rapid growth up to 1989, when transactions of 441.0 million PTA units
of account (UAPTA) were effected. These transactions at the time rep-
resented about 56 percent of the total intra-COMESA trade that year.
Since then, the use of the clearing house has persistently declined, and
only UAPTA 42 90 million was recorded in 1996. The details are shown
in Table 4.

Intra-COMESA trade remains sluggish, while COMESA trade® with
third countries at the moment is estimated to be expanding at an an-
nual rate of 7.2 percent. By and large, the countries in the region are
very poor with minimal potential to support large trade flows in dif-
ferentiated products. The share of intra-PTA trade as a percentage of
total PTA trade was about 5.65 percent in 1982, and by 1993 it was
5.51 percent. The problem has been that benefits have tended to be con-

BRefer to Mwencha (1997) for 2 more detailed review.



17 # Regional Trade Arrangements: The COMESA Experience 475

Table 4. Transactions through the COMESA Clearing House

Annual Percentage Percentage

Value of Transactions Change in Volume Net Settlement
Year {millions of UAPTA) of Transactions Foreign Exchange
1684 74.60 70.00
1985 98.10 318 85.70
1986 118.80 21.1 51.70
1987 175.80 48.0 54 80
1488 283.10 61.0 50.10
168% 441.00 55.8 46.90
1690 389.00 -11.8 42.30
1991 348.00 -10.5 33.70
1992 272.40 -21.7 31.10
1993 197.80 -27.4 22.00
1594 136,50 -310 24,10
1695 44,90 -6£7.1 33.00
1996 42.90 —4.4 24.00
1997 (uly) 13.602
Total 2,636.00

Source: COMESA Secretariat.

VUAPTA" is the unit of account for PTA transactions.

From May 1997, the unit of account of the Clearing House was changed from UAPTA to the
COMESA dollar. The COMESA dollar is equivalent to 1 LS. dollar.

centrated among countries with developed manufacturing sectors,
such as Kenya and Zimbabwe. To promote regional trade, there are cur-
rently serious efforts aimed at introducing an export guarantee scheme.

The East African Community

One of the more initially successful {especially during the colonial
period) regional groupings in Eastern and Southern Africa was the
East African Community (EAC). The three countries making up the
EAC, namely Kenya, Tanzania, and Uganda, had achieved significant
integration during the colonial period. The treaty for the establishment
of the community provided for the removal of all trade barriers, and
the community had a common external tariff and excise duty plus
common services.

Tensions that had emerged in the preindependence era heightened
in the postcolonial period as Kenya opted for a market-oriented ap-
proach, while Tanzania and Uganda leaned more toward a socialist
system, This was exacerbated by disputes over the distribution of ben-
efits. Kenya, being more industrialized than the other two, derived a
higher benefit than Tanzania and Uganda. Efforts to use the East
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African Development Bank to promote balanced industrial develop-
ment failed because the bank focused its financing only on viable pro-
jects which largely favored Kenya. The above problems, among others,
resulted in Tanzania and Uganda pressing for dissolution. This was
followed by the closure of the Kenya-Tanzania border and political
tensions between Tanzania and Uganda during the 1970s, which were
exacerbated by the internal conflicts in the regional group. The com-
munity finally collapsed in 1976. Several lessons emerge from the ex-
perience of the regional integration efforts under the EAC, but only a
few are mentioned below:?

+ Disputes over distribution of benefits provide fertile ground for
increased preference for economic nationalism and imposition of
unilateral import restrictions on intra-regional trade.

¢ Failure to coordinate policies can be a source of weakness for a re-
gional group.

* Surrender of power to supra-national agencies as was attempted
under the EAC can be a source of strength for a regional group if
they are effective.

+ Political tensions between cooperating partners weaken regional
groupings.

More recently, there have been serious efforts toward the revival of
East African cooperation. This has come about, in part, with a realiza-
tion by Kenya that being the bigger of the three economies there are
benefits it could derive from a reconstituted and expanded market. [n
addition, Uganda, which is landlocked, requires the port facilities of
both Kenya and Tanzania. As a result, the three countries have now
promoted currency convertibility. Furthermore, they have also agreed
to joint onsite supervision of banks with branches across borders. At
the level of immigration, an East African passport is due to be issued
to facilitate travel. With regard to policy coordination, the three coun-
tries have agreed to the reading of their budgets on the same day as
well as to a coordinated approach to foreign investment. The East
African Development Bank is due to be strengthened. However, mea-
sures need to be put in place to address issues relating to the distribu-
tion of benefits or the design of a special regional assistance vehicle.
For future cooperation, Uganda may need to develop its power indus-
try with great market opportunities in the region for distribution in
mind, while the exploitation as well as the management of the Lake
Victoria environment is an area that appears appealing for regional
policy coordination.

Refer to Kasekende and INg'eno {1993 for a detailed discussion.
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Impediments to Economic Cooperation

Lack of Pelitical Commitment

The political rhetoric in support of regionalism has not been
matched by political commitment to integration cfforts. In January
1992, the autherities adopted recommendations to transform the PTA
into COMESA. The treaty only came into force in December 1994, after
it had been ratified by the required number of member states. In an-
other but related sequence of events, the OAU council of ministers
agreed on the principle of an African Economic Community in 1976
under the Kinshasa declaration. This was reaffirmed by the OAU
heads of state in the 1979 Monrovian Strategy for Economic Develop-
ment. The LPA was passed in 1980, but it took the OAU Secretariat 10
years to complete the draft treaty.

This lack of seriousness is also reflected in the manner in which re-
gional groupings are started. As pointed out above, the P'TA authority
adopted recommendations to transform the PTA into a common mar-
ket for Eastern and Southern Africa {COMESA) in 1992. However, at a
summit meeting of heads of state of the three countries that had for-
merly been members of the EAC, it was agreed to reactivate coopera-
tion of the three East African countries. The recommendations of the
council of ministers mapping out the form that the cooperation would
take was ratified by the heads of state in November 1993. Subse-
quently, the protocol to establish the secretariat for East African Coop-
eration was signed in November 1994,

In parallel to these developments, the southern African countries
were responding to the changed political environment in the region by
transforming SADCC, which had earlier been designed to reduce eco-
nomic dependence on South Africa, into SADC, with South Africa as a
pivotal member. Although the SADC agenda continues to be driven by
the sectoral investment coordination and harmonization, trade inte-
gration issues are gradually creeping in, and efforts to develop SADC
as the primary regional group in Southern Africa are gaining strength.
This has put SADC in direct competition with COMESA.

The implementation of agreed-on policy decisions is slow at best.
For example, the PTA trade liberalization program started in 1984 was
expected to be completed by September 1995. Due to the slow progress
toward creating a free trade area, the completion dates were pushed
forward. The revised requirement was that, by 1993, all members
should have attained tariff reductions of up to 60 percent, but at the
time only 6 of the 20 members had published their tariff schedule. One
main concern for a number of countries was the fiscal revenue loss in
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according preferential treatment to members. In a PTA study!” of the
equitable distribution of costs and benefits, it was argued that the po-
tential loss to each country would be minimal due to the low level of
intra-PTA trade and that, in any case, countries had the ophien of im-
posing other taxes to recoup lost revenue. The recommendation was
not adopted.

Recognizing that COMESA's member countries have achieved sig-
nificant unilateral reduction and rationalization of tariffs under struc-
tural adjustment programs, one is tempted to believe a lack of com-
mitment to regionalism. Further, in a number of the countries in the
region, coordination of regional efforts is weak. In Uganda, for exam-
ple, COMESA activities are handled by the Ministry of Trade and In-
dustry, while the Ministry of Foreign Affairs handles activities relating
to the EAC. It is not always the case that decisions reached in regional
meetings are consistent across regional groups to which a country is
associated or the macroeconomic framework.

Fine and Yeo (1994} attribute the high appetite for forming regional
groups, despite persistent failure, to the irrelevance of regional inte-
gration to most national governments and the lack of political or eco-
nomic cost in reaffirming solidarity toward ineffective agreements.
Kiggundu (1990} expressed disappointment with political leadership:
“The question that may correctly be asked is: Are the Africans stimply
paying lip service to economic cooperation because it is theoretically
and politically attractive, or are they really serious? From the resolu-
tions and rhetoric it would appear that continental and sub-regional
integration is widely supported. But when it comes to implementation
or at moments of crucial decisions, Africa does not seem to be equal to
the challenge.”

Lack of Necessary Conditions

In the search for constraints on successful regionalism in Africa, au-
thors have pointed out that trade creation is, in part, limited by cer-
tain fundamental factors. First, the market size is relatively small to
support trade in differentiated products (Kasekende and Ng'eno,
1995). Most countries of Africa are too similar in endowment for col-
lusive trade policy to lead to substantial trade creation.!! The situation
is not heiped by the absence of uniformity in regional standards and

¥ This is examined in PTA Secretariat (1989},
NSee Lyakurwa (1996}, for example. It has been pointed out that regionalism is—with the
exception of schemes involving South Africa—at best vacuous and at worst trade-diverting,
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specifications. Multiple national standards add to production costs,
distort production patterns, and discourage cross-border business
cooperation.

Second, it has been argued that the regional groups were inappro-
priately structured because they were designed to pursue an out-
moded import-substitution development strategy. As indicated in
Lyakurwa (1996}, participation in a regional trading arrangement
should be compatible with the process of multilateral trade liberal-
ization. This has been further supported by Collier and Gunning
(1997). They argue that inward-looking policies damaged prospects
for regional integration and restricted growth prospects. Countries in
the region were siow to abandon their highly protectionist national
policies for regional trade. This was due, in part, to the existence of
highly protected, inefficient parastatals, which partly explain the low
historical trade flows between countries in the region. The recent shift
to increased openness and privatization by countries in the region
raises the prospects for improved performance of regional trading
arrangemerts.

Third, trade and investment require a reasonably developed trans-
port infrastructure. The COMESA region covers a very wide area, but
it does not have a well-developed transport infrastructure. It is diffi-
cult for potential traders and investors to fully exploit the market size.

Fourth, at the inception of the PTA, some of the countries in the re-
gion suffered from currency overvaluation. This limited convertibil-
ity of the domestic currency on the official market and provided fer-
tile ground for the development of parallel markets. Trade
transactions conducted at the official exchange rate had an inherent
benefit to the importer and a cost to the exporter.’2 As a resutt, exports
in general contracted due to a loss in competitiveness. Efforts by the
PTA and COMESA to design tools to promote trade!? without ad-
dressing the inherent distortions in the exchange rate achieved lim-
ited success.

Fifth, the wide differences in level of industrialization and dispari-
ties in relative dependence on trade taxes were exploited by some
countries for the non- or slow implementation of COMESA decisions.
In addition, even the tariff reduction program envisaged in the
COMESA area is likely to lead to significant revenue losses for coun-
tries heavily dependent on international trade taxes. These include Bu-

1See Kasekende and Semogerere (19%4) for a detailed discussion.
*The clearing house was intended to circumvent the problems of limited foreign exchange
reserves and the limited convertibility of currencies.
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rundi, Ethiopia, Lesotho, Mauritius, Rwanda, Somalia, and Uganda.
Because of the risk of fiscal revenue loss, there have been delays in im-
plementing the tariff reduction program. Additionally, the distribution
of benefits from financing of projects by the Eastern and Southern
Africa Trade and Development Bank has not yet been managed in a
manner that favors countries that are likely to lose most from imple-
menting the tariff reduction programs.

Countries feared that according trade preferences to all members
would lead to an asymmetrical distribution of benefits. In particular,
the less industrialized countries pointed out that a free trade area
would mainly benefit Zimbabwe and Kenya, countries with a stronger
industrial base. Efforts by the COMESA Secretariat to convince coun-
tries that removal of tariffs represents an income transfer from gov-
ernment to the private sector met with limited success. Matters were
not helped by the absence of an effective compensation mechanism,

Lack of Common Interests

A major drawback to regional integration in the COMESA area is
that countries with few or no common interests have tried to integrate.
Many of the countries have little trade among themselves and indeed
have well-established trading links with countries outside the region.
For many countries, production structures that were developed during
the colonial period have not changed and often do not favor intrare-
gional trade. Regional groups have been established with little regard
for the necessary initial conditions for integration, which has not only
diverted attention from the wider goal but in many cases has lead to
wasteful duplication of activities. The regional group brings together
more than 22 countries, ranging from Angola in the south to Eritrea in
the north. It groups the relatively more industrialized Kenya, Mauri-
tius, and Zimbabwe (and potentially South Africa) and the least in-
dustrialized Djibouti, Ethiopia, Somalia, and Uganda. Moreover,
COMESA encompasses about five other regional groups, with some
members belonging to the three associations. In addition to the PTA,
Tanzania also belongs to SADC and the EAC, and Lesotho, Namibia,
and Swaziland are members of SADC and SACU (Lyakurwa and oth-
ers, 1993). The potential for conflicts of interest exists. It is already ev-
ident that arriving at consensus necessary for the implementation of
regional integration policies within COMESA is often difficult. Prolif-
eration and duplication of functions give rise, at the regional level, to
conflicts over mandates and to divided loyalty among governments.
At the governmental level, they impose heavy financial and adminis-
trative burdens. The institutions” budgets are invariably too small for
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the tasks governments assign to them. The contrary view now being
raised is that smaller regional bodies are more viable in the short run.
It is argued that such smaller but well-functioning units would then
form a bigger bloc in the long run. Indeed, some SADC member coun-
tries have expressed their desire to break away from COMESA.

The biggest challenge facing regionalism in east and southern Africa
is the conflict between COMESA and SADC. A summit of the heads of
states held in Lusaka in January 1992 agreed to a merger of COMESA
and SADC. The argument was that the merger would make coopera-
tion within the region effective by reducing duplication of activities.
The effort was also seen as a means to a faster movement toward an
African Economic Community through a single subregional group in
castern and southern Africa. The proposal seemed credible, given that
the objectives of the two organizations clearly indicate many cases of
duplication.

The proposal for merger has largely met with a cold reception
among SADC members. This is in part due to their approach to re-
gionalism. COMESA seems to be heavily preoccupied with the grand
plan of promoting the African Economic Community. Conversely,
SADC is largely project oriented and tends to atiract the invelvement
of member countries. The benefits of the projects to member states are
direct and therefore more noticeable than the more policy oriented
programs of the PTA and COMESA. Moreover, the projects are mostly
donor funded, and therefore member states do not want to risk funds
being diverted. More recently, anchoring by the more powerful and
prosperous South Africa has strengthened SADC at the expense of
COMESA. As a result, some countries in southern Africa have ex-
pressed an interest in pulling out of COMESA, while other potential
members have indicated that they will not be taking up membership.
The former group includes Lesotho, Mozambique, and Swaziland.

Lack of Regional Dimension in Adjustment

At the time of launching the PTA, countries in the region suffered
from numerous distortions in the macroeconemic environment, which
were characterized by high inflation rates, wide current account and
budget deficits, and tight foreign exchange constraints. It had been
hoped, in some circles, that some of these could be adequately ad-
dressed through regional integration. For example, the requirement to
use foreign exchange in transactions would be eased by setting up the
clearing house.

Since the setting up of the PTA, economic thinking has changed;
structural adjustinent programs are being implemented with renewed
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vigor in the search for efficiency. Almost all countries in the PTA region
are implementing such programs, which among other things require
the rationalization and lowering of tariffs by the participating coun-
tries (but are not necessarily at a similar speed or uniformly sequenced
across ccuntries). The problem facing integration arrangements in
Africa is that the present economic reform agenda does not necessar-
ily take into account the regional integration dimension.

The inhibiting factors arise from the failure to coordinate trade lib-
eralization programs across countries. For example, a country may re-
duce external tariffs faster than its neighbors, and internal pressure
(especially by manufacturers producing items subject to competition
from imports) causes a policy reversal or slowdown in the process. An-
other possibility is the use of NTBs by neighbors limiting trade-caus-
ing retaliatory restrictions. There is, therefore, a need for enhanced co-
ordination among member countries of a regicnal group to reinforce
commitment to announced trade liberalization policies.

Conflict Between Liberalization and Illiberal Arrangements

There have been conflicts between liberalization of economies and
illiberal arrangements in the PTA payments systems. For the majority
of PTA member states, currency overvaluation characterized exchange
rate management for most of the 1975-85 period, and most practiced
administered allocation of foreign exchange with the central banks as
the apex institution. The PTA clearing and payments arrangements de-
signed during the 1980s suited an administered system centered on the
central banks. The UAPTA checks, for example, were guaranteed by
the central banks and could only be converted into local currencies.
The intention was to save on the use of foreign currencies in financing
trade in the region. Holders of checks could neither use them outside
the region nor convert any excess holding of the local currency back
into UAPTA checks or into any major currencies. Furthermore, con-
version of the checks at highly overvalued official rates implied a tax
on the holder, and parallel market operators (who offered better rates)
did not trade in the instrument. This made the instrument highly un-
popular among the traveling public within the region. The checks also
suffered from the lack of wide acceptability within the region. In par-
ticular, countries with currencies pegged and/or convertibie to hard
currencies did not offer full support to the UAPTA checks {for exam-
ple, members of the rand area).

Similarly, the clearing process was centered on an administrative
system running from central banks through commercial banks in fi-
nancing trade and was alse intended to save on the use of foreign ex-
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change in the financing of transactions. It was equivalent to an ex-
porter surrendering export proceeds to the central bank at the official
exchange rate and the central bank utilizing the proceeds to finance
authorized imports from within the region. Under the administrative
allocation of foreign exchange, coupled with the licensing of potential
importers, the central bank could conveniently route import docu-
mentation through the clearing house to take advantage of the credit
arrangerments therein.

With the surrender of the responsibility of financing foreign trade
and services to commercial banks and bureaus, the guarantee of di-
recting decuments through the clearing house was eliminated. Fur-
ther, the dealers in foreign exchange under liberal systems relied on
purchases from the market as opposed to allocations from the central
banks. The mechanism for using the clearing house linked to central
banks is inconsistent with market-based allocation of foreign ex-
change. It is therefore no surprise that utilization of the clearing house
contracted as member countries liberalized foreign exchange dealing
{(see Figure 7). The COMESA Secretariat should design new instru-
ments and mechanisms to suit a liberal system of managing foreign ex-
change markets.

The Future of the Common Market

It is still recognized that regionalism has a future in Africa and that
regionalism and liberalization can be jointly implemented. However,
as a result of the apparent failure of the existing regional groupings to
perform as expected, a number of initiatives as well as ideas have been
floated to strengthen regionalism in sub-Saharan Africa. One proposal,
put forward by Collier and Gunning {1995), is one for “participatory
supranational” ¥ agencies of restraint, in which national economic pol-
icy will be tied in a reciprocal threat-making arrangement to a north-
ern anchor. Another initiative is the CBI supported by the World Bank,
European Union, and African Development Bank, where groups of
countries within a regional group progress at different speeds (vari-
able geometry) in implementing decisions. This would provide for
flexible institutional frameworks and would be consistent with the
Abuja principles. 1t is also aimed at addressing some of these weak-

HThe absence of strong supranational regional institutions limits their ability to have the re-
quired legal backing to implement or enforce treaties and protocols. More important, the lack
of a sanctioning authority implies that treaties do not have effective sanctions against member
countries pursuing poticies that contflict the articles of agreement.
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Figure 7. Clearing House Actlvity
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ness in the regional group with a view to strengthening cross-border
trade and investment. Under this approach, emphasis is placed on pro-
moting mobility of factors of production, goods, and services across
national boundaries in an environment of relatively low tariffs against
third countries. Participation of countries in the initiative is voluntary.
Each participating country is expected to be implementing policies to
promote a sustainable macroeconomic framework, and as much as
possible policies should be harmonized. Any policy proposals related
to the CBI have to be implemented on schedule by all participating
countries, and this is ensured by the cospensoring agencies. The
arrangement is intended to strengthen commitment to the reform
process and minimize or eliminate the tendency toward policy rever-
sal. Fine and Yeo (1994} also propose a new paradigm for integration
designed to achieve the dual objectives of encouraging national policy
credibility and fostering rapid physical and human capital accumula-
tion. These proposals, which enlist both challenges as well as options
regarding the future evolution of regionalism, inform the discussion
that follows.



17 = Regional Trade Arrangements: The COMESA Experience 485

The Urgent Need to Return to the Drawing Board

COMESA in its present state has numerous internal weaknesses re-
quiring urgent restructuring if it is to survive. It contains countries
with diverse characteristics and economic interests, and the recorded
benefits of being a member of such a large regional grouping are mi-
nuscule. A possible solution worth considering is to break COMESA
up into smaller subgroupings with similar interests. For example,
countries near South Africa have common interests in trade, infra-
structure, currency, and security, and these could form a strong re-
gional group. The East African states of Kenya, Tanzania, and Uganda
also have had experience with regionalism. They also possess a fairly
good infrastructure, have common security interests, and share trade.
This strengthens the case for the EAC. At the same time, it does not
prevent Burundi, the Democratic Republic of the Congo, and Rwanda
from joining this grouping. Furthermore, the formation of a subgroup
to cover Djibouti, Eritrea, Ethiopia, Somalia, and Sudan may be ap-
propriate. The remaining countries may consider joining any of the
three subgroups. The PTA, however, should remain and specialize in
areas that cut across all countries in the region. In this regard, the PTA
should deal with intraregional trade liberalization and work toward
the unification of the subgroupings for a future COMESA. This may
help to establish more coherent and cohesive regional groupings.

There are also strong arguments for the need to rethink the concept
of regionalism in the COMESA area. For a start, the lack of common in-
terest among COMESA members and the conflict with SADC are not
conducive to stable regional cooperation. This may be further compli-
cated by the positive move by Kenya, Tanzania, and Uganda to revive
the East African Community. To promote stable economic groupings,
countries in the region should belong to the one economic group that
fully represents their interests. It is still possible for countries within
COMESA to formalize as subregional entities without dual member-
ship. These subgroupings should be responsible for sectoral projects
and harmonization of macroeconomic policies in their subregions.

The Positive Role of Political Reform

The changes, both political and economic, have opened up new pos-
sibilities for regional cooperation and integration. In particular, the evo-
lution of more open and democratic societies is a pointer in the right di-
rection. The winding down of wars in Angola, Burundi, the Democratic
Republic of the Congo, Mezambique, and Rwanda is a welcome devel-
opment. Developments in the Congo are particularly interesting given
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its potential for hydroelectricity and mineral resources. These positive
movements may rekindle efforts to review and revamp the whole re-
gional integration process. The political question appears to be getting
increasingly resolved. The new leadership of Africa is likely to exploit
these new developments, and to help strengthen institutions required
for integration. Democracy is setting in, with an increasing number of
democratically elected governments in the region (Ethiopia, Kenya,
Tanzania, Uganda, and Zambia are examples). Efforts have begun to
strengthen institutions that act as agencies of restraint, such as inde-
pendent central banks, capital account convertibility, a strong regional
secretariat with established penalties for default, and strong courts and
parliaments. They are more likely to devolve power to other agents in
view of the strong parliaments and judiciary systems being built up.

Growing Role of Shared Economic Reform

In the medium term, calls for the implementation of SAPs within a
regional perspective are likely to gain ground. Already SAPs have
helped to eliminate macroeconomic distortions in many of the coun-
tries in the region. Studies by Ng’'eno (1994), KEDs (1994), and Mistry
(1955) show that countries in the region have implemented far-
reaching economic reforms in the past few years and are set to con-
tinue in the coming years. A number of these countries have market-
determined prices, interest rates, and exchange rates. QRs and
subsidies have been abolished, and tariffs have been rationalized or are
being lowered. Policies to promote the reduction of the anti-export bias
and to attract foreign investment have been adopted. Restrictive fiscal
and monetary policies are being used to fight inflation, and in some
countries, notably Uganda, inflationary tendencies have been checked.

At a more general level, a number of countries are now experiencing
a stable economic environment as a result of implementation of SAPs.
There are also renewed efforts to strengthen policy coordination by
countries in East Africa. The fiscal and monetary authorities in the three
countries meet regularly under the auspices of the East African Cooper-
ation arrangement to coordinate policies. A minimum set of conver-
gence criterial® has been proposed. This is in addition to efforts in other

*On macroeconomic variables, convergency of the following parameters have been recom-
mended in the EAC: (1) achievement of a high and sustainable rate of growth of real GDP of at
least 6 percent annually by the year 2000; (2) achievement and maintenance of low and stable
single-digit inflation rates by the year 2000; (3) reduction of the ratio of the current account deficit
less official grants as a percentage of GDT to sustainable levels; (4) reduction of the fiscal (-
getd deficit to less than 5 percent by 1998; (5) build up gross foreign exchange reserves to a level
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areas such as immigration, investment promotion, management of Lake
Victoria, and security. In addition, the East African Countries have
started dialogue with regard to coordinating developments in capital
markets.

Expanding Role of the Private Sector

The expanding role of the private sector may ultimately become the
key driving force in regional integration. Already, the private sector is
beginning to seek opportunities for greater profit across borders. The
need for healthy and sizable economies in which free private enter-
prise is permitted and the government intervenes intelligently to “gov-
ern the market” will be the way forward. This is in line with the con-
cept of “subsidiarity,” which involves the broadening of the
participation of the private sector and other stakeholders in coopera-
tive decisions and promises to keep the responsibility of dealing with
issues of interest as close as possible to the stakeholders. Already, for
example, South African private investment is moving northward to
the Democratic Republic of the Congo, Kenya, Tanzania, and Uganda
in airlines, beer, and wholesaling.

References

ADB {African Development Bank), 1993, Economic Integration in Southern Africa
{Oxford: Oxprint}.

Adedeji, A., 1989, “Financing Economic Development in Africa,” The Second
Joseph Mubiru Memorial Lecture, Bank of Uganda, Kampala.

Aryeetey, E.,, and A.D. Oduro, 1996, “Regional Integration Efforts in Africa: An
Overview,” paper prepared for a FONDALD Cenference on Regional Inte-
gration in Africa, The Hague.

Collier, P, and ].W. Gunning, 1995, “Trade Policy and Regional Integration :
Implication for the Relations between Europe and Africa,” World Econ-
omy, Vol. 18, pp. 387-410.

, 1997,  Policy Commitment Arrangements for Africa: Implications for
Aid, Trade and Investment Flows,” paper presented at an AERC Seminar
on Africa and the World Trading System, Accra, October.

equivalent to 6 months of normal imports in the medium term; {6} raising the national savings
rafio as a percentage of GDP to at least 20 percent in the medium term; (7) maintain markei-
determined exchange rates through central banks, which may intervene to smooth wide fluctua-
tions in the rates resulting from temporary factors; (8) maintain market-determined interest rates,
while at the same time addressing policy factors that add up to the costs of commercial banks,
such as poor loan recovery and inflationary expectations, in the medium term; and (9) pursue
debt-reduction initiatives to reduce domestic and foreign debt, including borrowing limits and
stronger debt management.



488 Louis A. Kasekende and Charles A. Abuka

Easterly, W., and R. Levine, 1994, “Africa’s Growth Tragedy,” paper presented
at an AERC Workshop on Regional Integration, Nairobi, May.

Elbadawi, Ibrahim, 1994, “The Impact of Regional Trade/Monetary Schemes
on Intra-Sub-Saharan Africa Trade” (Nairobi: African Economic Research
Consertium).

Fine, ], and 5. Yeo, 1994, “Regional Integration in Sub-Saharan Africa: Dead
End or a Fresh Start?” paper presented tc the AERC Workshop on Re-
gional Integration, Nairobi, May.

Kasekende, L., and N. Ng'enc, 1995, “Regional Integration and Economic Lib-
eralisation in Eastern and Southern Africa” {Nairobi: African Economic
Research Consortiumy}.

Kasekende, L., and G. Semogerere, 1994, “Exchange Rate Unification and Eco-
nomic Development: The Case of Uganda, 1987-1992," World Develop-
ment, August, pp. 1183-98.

KEDS {Kenya Export Development Scheme), 1994, “Export Competitiveness
Study,” report prepared by Kenya Export Development Scheme, Nairobi.

Kiggundu, Suleiman, 1930, “Regicnal Economic [ntegration: Africa’s Chal-
lenge for the 1990's,” Joseph Muburu Lecture, Bank of Uganda, Kampala,
Uganda.

Lyakurwa W.M., 1996, "Trade and Investment Integration in Sub-Saharan
Africa” paper prepared for a FONDAD Conference on Regional Integra-
tion in Africa, The Hague.

. A. McKay, N. Ng'eno, and W. Kennes, 1993, “Regional Integration in
Sub-Saharan Africa: A Review of Expertences and Issues,” paper pre-
sented at an AERC Conference on Regional Integration and Trade Liber-
alisation in Sub-Saharan Africa, Nairobi, December.

Mistry, P, 1995, “Regional Integration Arrangements (RIAs} in Economic De-
velopment: Panacea or Pitfalls,” revised version of paper for FONDAD
Symposium on the Future of Regional Economic Integration, The Hague,
September.

Mwencha, ] E.O., 1997, “COMESA: A Building Block for the African Economic
Community,” AEC News Letter, Vol. 1, No. 3, pp. 17-18.

Ng'eno, N., 1994, "Comparative Analysis of Economic Reform and Structural
Adjustment Programs in East Africa: With Emphasis on Trade Policies”
(unpublished; Nairobi: U.S. Agency for International Development).

PTA Secretariat, 1989, “PTA Report of the Study Team on the Equitable Distri-
bution of Costs and Benefits in the PTA” (unpublished; Arusha: Prefer-
ential Trade Area Secretariat).

World Bank, 1997a, World Development Indicators (Washington: World Bank).

World Bank, 1997b, Worid Development Report 1997: The Role of the State (New
York: Oxford University Press).




The Role of ECOWAS in ‘I 8
Trade Liberalization

Charles D. jebuni

The Economic Community of West African States, which is made up
of 16 countries of the West African subregion, was established in 1975
with the ultimate objective of forming an economic community. It was
the product of the Pan-Africanism sweeping the African continent at
the time, as well as the efforts of the private sector lobby and the en-
couragement of ECA.

Although, the treaty was signed in May 1975, five protocols critical
to the trade liberalization component attached to the treaty were not
ratified by the required minimum number of states until November
1976. The Community was, therefore, not operational until early 1977.

The trade liberalization scheme of the Community, which was ex-
pected to begin two years after the ratification of the treaty, actually
started in 1990. Thus, between 1977 and 1990, the Community was pre-
occupied with the establishment of institutions deemed important for its
success, and the ratification of protecols and conventions to clarify issues
relating to the Community. Not much else seems to have been achieved.

Following a number of developments within their domestic
economies and in the international environment, the treaty establish-
ing ECOWAS was revised in 1992 as an attempt to revamp the Com-
munity. The history of ECOWAS thus falls inte two phases: the initial
period up to 1991, and the period of the revised treaty starting in 1992.
In this chapter, we shall refer to the earlier period as ECOWAS, Part |,
and to the period of the revised treaty as ECOWAS, Part IL.

It will be argued here that the fundamental problem confronting
ECOWAS, Part [, was a domestic policy framework at variance with
the ideals of integration or trade liberalization. This was compounded
by a weak domestic governance base and a legalistic appreach to re-
gional integration.

Since the second half of the 1980s, there has been a wave of political
and economic reforms, including unilateral trade liberalization, taking
place within individual ECOWAS countries. Economic reforms and
their impact on international trade of individual countries can be ex-
pected to lead to a certain level of regionalization of trade, in spite of
ECOWAS. ECOWAS, it is argued, must renew its commitments and re-
orient ifs activities to facilitate the process.

489
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A common feature of Part I and Il is that, far frorm ECOWAS having
a dynamic of its own and influencing the policies of member states; if
anything, the lines of causality run the other way. The dominant poli-
cies of the member states, which are different between the two periods
but broadly the same within periods, determined what ECOWAS was
to be or not to be.

ECOWAS, Part I: 1975-91

To understand the success or failure of ECOWAS to serve as an ef-
fective vehicle for trade liberalization and the appreach adopted, it is
necessary to examine the prevailing conditions in the region before the
establishment of ECOWAS. The interplay of these conditions with
world conditions constitutes the fundamental explanation of the diffi-
culties facing the community.

A striking feature of the grouping is the diversity of the member
states in terms of their economic size and potential. Twelve of the 16
member countries are classified among the least developed countries,
The majority of the member states are, individually, too small in terms
of income level and market size to ensure a takeoff to self-sustained
economic development. In many of the countries, the smallness of the
domestic economy is compounded by poor endowments of natural re-
sources and a very poorly developed human capital base. Table 1 indi-
cates a considerable variation among member countries in terms of
GDP and population. GDP ranged from about $79 million in Guinea-
Bissau to $11.6 billion for Nigeria in 1970. Only three countries, Nigeria,
Ghana, and Cote d‘Ivoire, had GDPs of more than $1 billion for both
1970 and 1975. While growth rates were positive, they were generally
low. In terms of growth, Nigeria and Cote d'Ivoire dominated, with av-
erage growth rates of 8.1 percent per year between 1970 and 1975. Thus
individual country markets were small to support viable industries and
the total market size for the 16 member countries was less than $50 bil-
lion. The diversity and inviability of several states, one would have
thought, would encourage the small states to work for the success of
ECOWAS. The reality instead pointed to anglophone-francophone
rivalry.

Population among member countries ranged from less than 300,000
for Cape Verde to 56.6 million for Nigeria. Population growth rates,
however, were high. In terms of linguistic differences, there were only
three official languages, English, French and Portuguese. This is a much
smaller number than spoken in the European Union, for example. More
important, however, in understanding the dilemma ECOWAS was to
face, was the domestic economic policy framework of the member states.
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Table 1. Economic Indicators for the Economic Community
of West African States

GDP,  Average GDP, Average
1970 Annual 1975  Population, Annual Population,
(Millions Growth  (Millions 1970 Growth 1975

Country of dollars) (Percent) of dollars) (Milllon) (Percent) (Millions)

French-speaking
Benin 332 1.5 353 2.7 2.38 30
Burkina Faso 335 2.6 350 5.6 2,22 6.2
Céte d'ivoire 1,147 8.1 1,662 55 4.15 6.8
Mali 338 3.9 397 55 2.35 6.2
Niger 647 -1.2 569 4.2 272 4.8
Senegal 865 3.5 972 4,2 2.89 4.8
Guinea ce - N 3.9 1.23 4.1
Tego 253 34 306 2.0 2.47 2.3
Mauritania 197 1.7 195 1.2 2.32 1.4

English-speaking
Liberia oL . Ces 1.4 3.00 1.6
Sierra Leone 383 39 435 27 1.97 29
Gambia, The - . e .46 3.32 0.55
Ghana 2,214 1.5 2,166 8.6 2.65 98
Nigeria 11,594 8.1 15,207 56.6 3.18 66.6
Guinea-Bissau 79 4.1 97 0.53 3.58 0.63
Cape Verde . N ce 0.267 0.80 0.278

Source: Calculated from average annual growth {percent) given in World Bank, Worfd Tables and
World Papufation Prospects (1590).

At the time that West African leaders signed the ECOWAS protocols
in 1975, most countries were pursuing import-substitution industrial-
ization strategies behind high protective walls. Each nation state was
committed to its own development and to the possibility of becoming
the most developed country in Africa. This nationalist sentiment, com-
bined with development theory of the 1950s and 1960s which
preached dirigism, led West African states to adopt state-led import
substitution development strategies. The resulting import-substitution
syndrome (Little, Scitovsky, and Scott, 1970), with accompanying over-
valued currencies and controlled regimes, generated rents that devel-
oped powerful supportive vested interests. The beneficiaries of this
system were usually the politicians, the bureaucrats, the military
corps, and the workers, managers, and owners of the dependent in-
dustries that relied on the largesse of the state and import licenses.
These groups also constituted the ruling coalition and therefore could
not be expected to implement policies that would erode their rents.

In West Africa, the fact that almost every country was pursuing
these types of domestic economic policies reinforced every other coun-
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Table 2. The Structure of Trade of the West African Countries, 1971-95

{in percent)

Standardized Internationat

Trade Classificatlon Section Exports Imports
G Food and live animals 17.4 13.4
1 Beverages and tobacco 0.1 1.7
2 Crude materials, excluding fuels 16.4 25
3 Mineral fuels 59.2 6.3
4 Animai and vegetable oils, fat 23 0.5
5 Chemicals 0.3 9.5
6 Basic manufactures 3.1 241
7 Machines and transport equipment 0.5 33.0
8 Miscellaneous manufacturing 0.2 6.6
9 Goods not classified by kind 0.4 1.8

Source: Calculated from Table 6 of ECA, Foreign Trode Statistics for Africa {various issues), Summary
Table C.

try’s commitment to these pelicies, in spite of the adverse economic
consequences, Thus this negative neighborhood effect reinforced and
deepened these policies, with no group of countries emerging to cham-
pion the cause of ECOWAS.

Table 2 provides the structure of trade of members before ECOWAS.
While exports of the group of countries constituting ECOWAS con-
sisted largely of agricultural and mineral products, imports were
largely manufactured products. The table indicates that more than 95
percent of exports consisted of agricultural products, raw materials,
and mineral products with mineral fuels—crude petroleum—domi-
nating. These products were exported largely to the industrial coun-
tries along colonial lines. Only 4.2 percent of exports went to destina-
tions within the region in 1975. More than 75 percent of imports
consisted of manufactured products. If one adds processed food, the
proportion is even higher (90 percent).

This pattern of exports and imports showed that to increase intra-
ECOWAS trade, substantial industrial development was required to
compete with imports from industrial countries, or substantial in-
creases in growth and per capita incomes were needed to increase de-
mand and intra-ECOWAS exports.

The Treaty and Trade Liberalization

The treaty establishing ECOWAS, among other things, provided for
trade liberalization and the establishment of an economic community
among member countries. Specifically, the community would ensure
by stages:
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* The elimination of customs duties and other charges with respect

to trade flows among member countries.

¢ The abolition of quantitative and administrative restrictions on

trade flows among member states.

¢ The establishment of a common customs tariff and a common

commercial policy toward third countries.

The objectives were to be achieved over a 15-year period. The first 2
years were a period of consolidation of customs duties and NTBs. Dur-
ing this period, member states were not bound to reduce or remove
import duties.

The second stage was the succeeding 8 years, when member states
were to progressively reduce and eliminate import duties. The second
phase, which entailed total liberalization of trade, was based on three
product types and three groups of countries for its implementation.
The three product types included unprocessed goods, which include
animal, mineral, and plant products. These products were not eligible
for compensation for loss of revenue suffered as a result of their im-
portation from member states. The second group of products was re-
ferred to as traditional handicraft products, while the third group of
products was classified as industrial products produced within the
Community.

While the first two groups of commaodities have been enjoying free
movement within the Community (i.e.,, without duties and entry
charges), the timetable for the elimination of duties and taxes under
the Trade Liberalization Scheme for the third product group was based
on a member country’s economic state as determined by level of de-
velopment, the importance of custom receipts in the member state’s
revenue, and problems deriving from difficulty of access (landlocked
members}. Thus, the implementation period ranges between 6 and 10
years, with corresponding annual rate of reduction in duties and taxes
of between 16.6 and 10 percent, respectively {see Table 3).

The third stage was the next 5 years after the second stage, when
member countries were expected to gradually abolish existing differ-
ences in their external customs tariffs.

Assessing Performance

In assessing the performance of ECOWAS, a number of methods
may be used. One could assess it in terms of the extent to which it was
able to achieve its stated objectives. Data difficulties, relating to the
levels of tariffs and NTBs among ECOWAS countries, limit the possi-
bility of comparisons in terms of the changes that must have occurred
over time. In this section, we first assess the extent to which agree-
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Table 3. The ECOWAS Tariff Reduction Schedule

Annual Percentage

Implementation Period Reduction Rate

Group of Countries (Years) of Duties and Taxes
A. Cape Verde, Burkina Faso,

The Gambia, Guinea-Bissau,

Mali, Mauritania, Niger 10 10.0
8. Benin, Guinea, Liberia,

Sierra Leone, Togo 8 12.5
C. Cote d'lvoire, Chana,

Nigeria, Senegal 6 16.6

Source: ECOWAS Secretasiat, Lagos.

ments were implemented and then follow with the extent te which the
implementation of the agreement affected intra-ECOWAS trade.

Implementation of Agreements

The provisions of the treaty are meant to be implemented through
protocols and conventions. Indeed, five initial protocels, which were
annexed to the treaty, provide details of the agreement on the follow-
ing issues: definition of the concept of products originating from the
member states; reexportation within the region of goods imported
from third countries; assessment of loss of revenue by member states
as a result of implementing the provisions of the treaty; the Fund for
Co-operation, Compensation and Development; and contributions by
member states to the budget of the Community. These protocols were
not signed by the required minimum number of states until 1977. The
Trade Liberalization Scheme was therefore expected to start in 1979.
The takeoff of the scheme was postponed until 1989, and despite more
than eight protocols and conventions, the implementation timetable
was later shifted to January 1990

The revised timetable indicates that NTBs were to be removed grad-
ually over a four-year period {1990-93} in such a way that by January
1, 1994, all NTBs would have been removed. The commencement of
the second stage (immediate liberalization of tariffs on unprocessed
goods and traditional handicrafts} was also billed to begin by January
1990. The implementation of the third stage, gradual liberalization of
tariffs on industrial products originating from member states, took off
in 1992,

The implementation of the current timetable was hindered by rules
of origin, lists of agreed enterprises and products, and the classifica-
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tion of member states into three economic groups, among other things.
The implementation of free movement of persons was met with vari-
ous obstacles at the final stage. Indeed, the protocol on free movement
of persons has not been implemented. To a large extent, the ECOWAS
protocols were not implemented under ECOWAS, Part 1.

Trade Integration

A second strand in our assessment of ECOWAS, Part I, is to examine
the extent to which the existence of ECOWAS led to trade integration.
For, as stated by de Melo and Panagariya (1993, p. 12): “Whatever the
ultimate goal of a regional arrangement, increased intra-regional trade
ranks high among the priorities. It is also the yardstick to measure how
deep integration actually is.”

Assessing the role of a regional trade arrangement is often compli-
cated by the need to distinguish between regionalism and regionaliza-
tion. Preferential trade arrangements such as ECOWAS are about re-
gionalism of trade. In the absence of such arrangements, market forces
would have led to some level of regionalization of trade.

Two efforts at measuring the impact of ECOWAS on intraregional
trade can be identified. First, there are those based on trade ratios
(share of intraregional trade in total trade flows), Second, those that are
based on the gravity model. The results emanating from these groups
of studies conclude that intraregional trade flows remain insignificant
and that it has not shown appreciable change over the years. In this
section, we shall examine these groups of studies.

Using the trade ratio method, Ariyc and Raheem (1991), Torre and
Kelly (1992), Langhammer and Hiemenz (1991), de Melo, Monte-
negero, and Panagariya (1992), and Foroutan (1992), among others,
conclude that the regional efforts have not significantly affected in-
traregional trade tflows. Trade flows are variously defined to include
exports, imports, or the summation of exports and imports. Notwith-
standing the definition adepted by various researchers, the main find-
ing is that the share of intraregional trade flows of the member states
of ECOWAS in total trade is small (in all cases below 10 percent) and
at best stagnant. In Table 4, we report intra-ECOWAS trade. From a
level of 4.2 percent in 1975, intra-ECOWAS trade as a proportion of
ECOWAS exports first declined and then increased steadily, peaking in
1988-89. This increase in intragroup trade is attributed by Foroutan
(1992} to the decline in oil prices during the period 1980-90, causing
Nigerian and ECOWAS dollar exports to the world to decline by 47
and 35 percent, respectively. It should be noted that the period of the
increase also coincides with the adoption of structural adjustment pro-
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Table 4. Share of Intra-ECOWAS Exports

Year Percentage
1970 3.0
1975 4.2
1980 3.5
1985 5.3
1986 6.7
1987 6.4
1988 7.8
1989 7.8
1958¢ 6.0

Source: Torre and Kelly (1992).

grams by West African countries. It is possible that, given the nonim-
plementation of the trade liberalization component of ECOWAS before
1990, what occurred was a regionalization of trade and not the region-
alism that ECOWAS attempted to promote. Whatever the interpreta-
tion, Table 4 shows that the level of trade among ECOWAS is low.

A number of studies using gravity models try to estimate the effect
of ECOWAS on intra-ECOWAS trade. Foroutan and Prichett (1993)
focus primarily on intra-sub-Saharan-African trade. Using trade ratios
{measured as share of intra-sub-Saharan exports of sub-Saharan Africa
to total exports of the region) the study indicates that intra-sub-
Saharan trade flows are small. A gravity model was used to compare
actual trade with what a gravity model would predict. The result of the
analysis shows that the gravity model predicts very well the low level
of intra-sub-Saharan trade. In other words, given the determinants of
trade flows, intra-sub-Saharan trade is not low because of factors that
work differentially against such trade; rather, it is naturally low. The
study concludes that “increasing intra-SSA trade is not just a matter of
removing discriminatory distortions or biases in infrastructure. It re-
quires positive action such as providing differential incentives to intra-
regicnal trade.”

The estimate of the dummy variable for ECOWAS, which was in-
cluded in the gravity model, was neither significant nor consistent, as
it was positive and negative in import and export equations, respec-
tively. It implies that ECOWAS has not significantly affected intra-
ECOWAS trade.

Ogunkola (1994}, unlike Foroutan and Pritchett (1993), focused on
the regional integration efforts in West Africa, with emphasis on
ECOWAS. Similar to Foroutan and Prichett (1993}, he used the gravity
model to explain the impact of ECOWAS and to measure trade poten-
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tial in the subregion. Two periods were used: average trade flows for
1970-72, the pre-integration period, and average trade flows for
1978-80, the post-integration period. Comparing the estimates of the
durmmy for ECOWAS in the two periods, the study concludes that the
effect of ECOWAS on intra-ECOWAS trade must have been very small.

Issues and Constraints

In the preceding section, we have demonstrated that most of the
ECOWAS protocols were not implemented. Second, in spite of the
long-run potential for increased intraregional trade, the existence of
ECOWAS did not seem to have increased intraregional trade. This fail-
ure could be attributed to a number of factors. In this section, we ex-
amine some of these constraints.

Domestic Economic Policies

One of the major factors responsible for both the nonimplementa-
tion of the treaty and protocols and ineffectiveness of ECOWAS in in-
creasing intraregional trade was the continuation of the injtial domes-
tic policy framework.

As indicated above, all the member states of ECOWAS at the time of
signing the treaty were pursuing state-led import-substitution indus-
trialization strategies and continued to do so even after signing. Pro-
moting the ideals of ECOWAS required increasing exports, especially
of the nontraditional type, and lowering tariffs. The domestic policy
strategy adopted required higher tariffs and discouraged exports.
Thus the domestic policy stance of most governments was at variance
with the conditions required for the success of ECOWAS,

The initial structure of exports and imports dictated that to increase
intraregional trade, manufactured exports had to increase. It is possi-
ble that the initial experience with import-substitution industrializa-
tion could have provided a basis for the takeoff into exporting through
learning-by-doing effects or exports of Linder-type products. This,
however, required a change in strategy and domestic policy frame-
work. This change did not occur for reasons discussed above. This
hampered the realization of the intent of the ECOWAS treaty and pro-
tocols in several ways.

First, the institution of general controls on international trade in
terms of tariffs and NTBs tended to adversely affect overall exports
and intra-ECOWAS trade, The incidence of these taxes are usually
borne to a large extent by the export sector. Estimates of the incidence
of these taxes on exports are not available for all ECOWAS countries.
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Two examples illustrate the point. For Ghana, it is estimated that ap-
proximately 74-85 percent of the import tax was shifted to the export
sector (Jebuni and others, 1992). In 1986, an estimate of 55-90 percent
was obtained for Nigeria. These negative effects on exporting were re-
inforced by an inappropriate combination of macroeconomic and ex-
change rate policies. The result was economies bound to their tradi-
tional exports, whose direction of flow and composition were
determined largely by their colonial heritage.

Second, the resulting import-substitution syndrome {Little, Sci-
tovsky, and 5cott, 1970) with accompanying overvalued currencies
and controlled regimes generated rents that developed powerful sup-
porting vested interests of politicians, the bureaucrats, the military
corps, and the workers and managers of the dependent industries that
relied on the largesse of the state and import licenses. These groups
also constituted the ruling coalitions and could not be expected to im-
plement policies that would erode their rents.

With inadequate resources, ECOWAS countries had to rely on exter-
nal assistance and aid to maintain the tempo of post-independence de-
velopment. A large part of this aid came in the form of trade credit.
This implied that imports had to be made from the donor community.
Tying of aid therefore reinforced the colonial pattern of exports and
imports.

The private sector, represented by the various national chambers of
commerce, was one of the key advocates for the formation of
ECOWAS. The Federation of West African Chambers of Commerce,
first started by the Sierra Leone National Chamber of Commerce and
Lagos Chamber of Commerce and Industry in 1963 and later covering
most of West Africa in 1972, had among its objectives the promotion of
regional integration. Pursuant to this goal, it set out on a number of
campaigns and tours of the countries of the subregion between 1972
and 1974, lobbying heads of state and other government officials on
the urgent necessity to formalize the ECOWAS arrangement. The
state-led development strategy literally killed the private sector. What
was left of the private sector became dependent on the state and the
rents from the import-licensing system. Furthermore, the policy and
economic environment tended to narrow the horizons of firms to the
domestic market.

Dependence on Trade Taxes

The heavy dependence of various governments on taxes on interna-
tional transactions is another factor that continues to hinder the
progress of subregional integration. In fact, this was the focus of Ariyo
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Table 5. Tax on Trade as a Percentage of Government Revenue

Country 1975-79 1980-85 1985-89 1991-95
Benin 51.3 - R

Burkina Faso 49.4 8.8 32.1

Cape Verde - c. S

Cote d'lvoire - 356 33 .
Gambia, The 63.5 67.8 66.4 42.4
Ghana 45.8 36.5 398 31.2
Guinea 47.5 328 15.7 46.1
Guinea-Bissau C 352 139

Liberia 326 31.1 29.6

Mali 27.2 19.9 23.3

tMauritania 26.7 39.4 14.6

Niger 323 . .

Nigeria 16.6 15.5 11.6

Senegal 44.5 36.2 313 .
Sierra Leone 48,3 423 40.0 37.7
Togo 33.2 30.4 321

Source: For 1975-8%, Alrican Development Indicators, various issues. For 19%0-95, World Develop-
ment Report 1997,

{1992). Some of the countries still depend on taxes on international
transactions to the tune of more than 30 percent of government rev-
enue. Table 5 presents the ratio of taxes on international trade and
transactions to total government revenue during the period 1975-95.

For the pericd 1975-79, dependence on trade taxes ranges from 16.6
percent of total government revenues in Nigeria to 63 percent in The
Gambia. Fear of loss of revenues had been fully recognized as a major
constraint to the success of ECOWAS, and countries were classified
into three groups with different speeds for phasing out tariffs.

ECOWAS, Part II: After 1992

In the previcus section, we argued that both the economic policy
framework and the nature of governance in most member countries
did not augur well for trade liberalization under ECOWAS. These cir-
cumstances began to change in the late 1980s. These changes provided
an opportunity to revamp the ailing ECOWAS. Thus domestic devel-
opments, combined with world developments and the pocr perfor-
mance of ECOWAS, led to the revision of the ECOWAS treaty. The re-
vised treaty has moved from mere statement of intention and general
prescriptions about integration to defining strategies and even intro-
ducing sanctions where appropriate.
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The timetable of the Community has been revised, with stages of im-
plementation more clearly defined. The new timetable shows that,
within a period of 10 years, effective from January 1, 1990, a customs
union among the member states would be established. [n other words,
by January 1, 2000, a customs union would have been established in
the region. Within the five years following the establishment of a cus-
toms union, an economic and monetary union would be established.
Thus, by the year 2005, an economic and monetary union would be in
place in the region. In the rest of the chapter, we examine the new eco-
nomic circumstances in ECOWAS and how this may impact on the
achievement of trade liberalization among ECOWAS countries.

Since the second half of the 1980s, most ECOWAS countries have
embarked on some form of structural adjustment. Given the similarity
of the initial economic conditions and the central role of the Bretton
Woods institutions in the structural adjustment process, the set of poli-
cies pursued has also been remarkably similar.

Critical to the issue of trade integration is the pursuit of unilateral
trade liberalization, reduction in the extent of overvaluation of curren-
cies, and a greater disposition toward export promotion. Table 6 shows
that, between 1985 and 1992, exchange rates of most English-speaking
ECOWAS members have depreciated considerably in real terms.
Countries with considerable changes include The Gambia, Ghana,
Nigeria, and Sierra Leone. The situation in the French-speaking coun-
tries changed significantly after the devaluation of the CFA franc in
1994. These changes have tended to create a more conducive atmos-
phere for export development.

At the same time, as a result of trade liberalization policies included
in most SADs, the levels of both tariffs and NTBs to international trade
have been reduced. These policies have had a greater impact on re-
ducing the levels of trade barriers among ECOWAS member countries
than the ECOWAS protocols. It might be argued that this unilateral
trade liberalization could reduce the margin of advantages that may
accrue from preferential trade liberalization. However, this may en-
courage speedy action by regional groups to remove other impedi-
ments to intraregional trade.

Apart from the trade and macroeconomic component, SAPs have also
generally aimed at generating competition within the domestic econ-
omy, increasing productivity, and simplifying and reducing the adminis-
trative, regulatory, and legal impediments to efficient economic activity.
If successful, these measures would make transparent the environment
for business activity in each ECOWAS member country to the other. The
development of transportation and communication netwaorks may be ex-
pected to have complementary impact on regional integration,
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Tabile 6. Index of Real Exchange Rates of ECOWAS Countries
(Nationat currency per 1.5, dollor)

Country 1985 1986 1987 1988 1989 1990 19911 1992
Benin

Burkina Faso 100 85 74 84 85 78

Cape Verde 100 78 67 ce

Cote d'lvoire 100 77 65 Al e . ce N
Gambia, The 100 133 26 92 112 93 103 §2
Ghana 100 117 168 174 182 165

Liberia 100 93 1 87 83 e -

Mali 100 - A 76 77 70 70

Niger 100 86 78 63 26 8% 98

Nigeria 100 305 351 305 304 345 335

Senegal 100 78 &9 B3 a3 76 78 -
Sierra Lecne 100 357 ¥4 & 125 178 20 140
Togo 100 80 68 80 81 73

Source: Calculated from IMF, internationol Financial Stetistics (Washington, Qctober 1992),

Note: The real exchange rate is defined as EXR-WPus/CPY, where £XR is the nominal exchange rate
expressed in units of domestic currency per LLS. doltar; CPfis the consumer price index in the given
country, and WP is the L.5. wholesale price index.

Refers to second quarter of 1991,

Furthermore, intraregional trade is much more acceptable and the
costs are lJower among countries with growing economies in the context
of expanding exports. Structural adjustment could provide the instru-
ment for trade integration. The expansion in exports, in combination
with unilateral trade liberalization, could increase intra-ECOWAS trade
without substantial trade diversion. The resulting economic growth
and improvements in fiscal and external balances should reduce the in-
centive for further trade restrictions and lead to a further improvement
in the irade and payments regimes among ECOWAS member countries.

A major consideration in discussions of regional integration in
Africa aliuded to above is the role of government tax revenues. A large
number of African governments depend to a great extent on taxes on
international trade. In some cases, revenue considerations have led
countries to prefer trade with the outside world to other African coun-
tries. Countries take advantage of policy disparities among the coun-
tries of the region: trade policy, price policy, menetary policy.

These considerations have also led governments to revenue-com-
pensating arrangements that tend to restrict trade among ECOWAS
countries. Given the low levels of intraregional trade, revenue losses to
government under preferential trade liberalization should be low, de-
pending on the extent to which member countries can be induced to
take advantage of the preferences and the size of the preferences.
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At the theoretical level, the effect of trade liberalization under SAPs
on tax revenues depends on the direct impact on trade tax revenues
and the economy’s response to the changes in relative prices. Liberal-
ization may have a positive effect on tax revenue through

¢ The replacement of quotas and other quantitative restrictions by
tariffs,

* Reduction of duties from the prohibitive to a more normal range.

» Putting low tariffs on previously exempted goods (in a situation
where exempted goods form a large share of imports perhaps due
to import-substitution industrialization policy, this change is po-
tentially very important in terms of revenue yield..

¢ The likely reduction in smuggling.

* Some positive effects associated with a pessible change in the
composition of imports in favor of the decreased incentive to bias
imports toward raw materials and intermediate products.

* Some positive effects on tradable output, especially over the
medium run, associated with the liberalization policy (Tanzi,
1989).

At the practical level, “a serious trade liberalization is likely to in-
crease revenues as it is to reduce thern: the elimination of tariff ex-
emption and quantitative restrictions and the ensuing import boom,
may more that outweigh the reduction in {statutory) tariffs in practice”
(Rodrik, 1993, p. 2). Greenway and Milner {1993}, however, find no ev-
ident relationship between trade reform and the amount of revenue
collected from trade taxes; for a number of ECOWAS countries pursu-
ing liberalization programs, dependence on trade taxes has decreased.

An issue of considerable concern in trade liberalization among
ECOWAS countries is the balance of payments effects of such liberal-
ization. It has been argued that, because in the short run at least, trade
liberalization may be expected to worsen the trade balance, it may not
be a viable policy option for countries with foreign exchange or bor-
rowing constraints. These considerations may lead individual coun-
tries to begin to roll back the liberalization effort.

But evidence from both the theoretical and empirical literature in-
dicates that the effect of trade liberalization on the external balance is
ambiguous. The current account is identically equal to the difference
between national savings and investment. Liberalization can there-
fore be expected to affect the current account if it induces a differen-
tial response of savings and investment flows. Liberalization under
the SAPs recognize the likelihcod of a deterioration in the short run
with the savings rate, even if improving, not enough to finance in-
vestment growth required for structural adjustment. Hence the neces-
sity of aid.
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Using this savings-investment approach and considering a model
that involves reduction of restrictions on imported intermediate in-
puts, Ostry (1991), for example, concludes, that “if tradables use both
capital and intermediate imports intensively relative to the rest of the
economy, liberalization leads to an increase in the level of savings and
a decline in the level of investment and, hence, unambiguously to an
improvement in the external current balance” (1991, p. 476). Of course,
the reverse could occur under alternative assumptions.

The use of balance of payments considerations to deny access to
products from other ECOWAS countries may be based on short-term
trade balance and revenue considerations. Typical of this attitude are
the trade relations between Ghana, Nigeria, and Céte d’Ivoire. All
three are members of ECOWAS, and all three have embarked on trade
liberalization. The manufactured goods to be exported among them
and other ECOWAS members are approved and certified by the
ECOWAS Secretariat. Yet customs officials deny duty free access of
these goods to each other’s markets.

Successful adjustment should reduce the dependence of govern-
ments on taxation of international trade and make them more willing
to grant concessions to other ECOWAS countries. Similarly, the effects
of these policies on the external balance of individual countries could
reduce the importance of balance of payments considerations in deny-
ing markets access to ECOWAS countries.

One of the critical elements of the economic reforms taking place
among the domestic economies of member countries is the reduction
in the role of government in directly productive activities and the in-
creased importance of the private sector. Under SAPs, both private
capital and the private sector are expected to play a leading role in the
development of ECOWAS member economies. As indicated above, the
private sector was one of the key players in the formation of ECOWAS.
However, as the development strategy adopted by these economies re-
duced the role of the private sector, its involvement and role in
ECOWAS diminished. Furthermore, the small private sector left in
most of these economies got absorbed into the rentier state system and
lost its ambitions beyond national boundaries.

There are no data to indicate the extent to which the new circum-
stances have led to intra-ECOWAS movement of capital. However, the
formation of the West African Enterprise Network is an encouraging
sign of the positive role the private sector can play. The network is al-
ready leading to joint ventures among private sector individuals and
enterprises with some external support.

At the same time that domestic economic policy reform seems to be
moving in the right direction in terms of ECOWAS objectives, devel-
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opments in the international environment in such areas as world tech-
nology and the conclusion of the Uruguay Round of GATT are prov-
ing to be complementary.

There have been dramatic changes in both production technology
and information technology, but much more se in information tech-
nology. These developments are reducing the transaction costs of in-
ternational trade and changing the nature of the basis of comparative
advantage. Increasing with improvements in information technology,
comparative advantage will no longer be location-specific. It's now
possible for firms to source products and services worldwide in a mat-
ter of minutes. These developments imply that, unless ECOWAS is
able to adapt to the new technology, there will be a tendency for firms
within the region to transact business outside the region, as the trans-
actions costs will be lower.

The conclusion of the Uruguay Round of GATT negotiations offered
an opportunity for multilateral trade liberalization. Even though
African countries’ participation in the round was minimal, the round
has implications for these economies. The impact of the round on
Africa’s economies is expected to occur through its effect on the world
economy, reduction in tariff escalation and NTBs, loss of preferential
market access under the ACP and EU, and Africa’s obligations from
WTC membership.

Quantitative estimates of the impact range from a 2 percent to a 0.55
percent gain in exports (Harrold, 1995). For West African countries, the
significant reduction in tariff escalation for wood and paper products,
leather products, and tobacco products should be encouraging. This
has to be set against the increasing escalation for cocoa.

What is more important is the extent to which the Uruguay Round
will encourage or discourage intra-ECOWAS trade. Unilateral trade lib-
eralization, which is not matched by similar liberalization among
ECOWAS members, will tend to increase ECOWAS trade with the rest
of the world and probably have adverse effects on intra-ECOWAS trade.
Conversely, as has been argued by Harrold (1995}, the Uruguay Round
offered an opportunity for African countries to “bind their domestic re-
forms to an intermational anchor te improve their credibility.” The fail-
ure of ECOWAS countries to take the opportunity to make a credible
commitment to trade liberalization might signal their continuing reluc-
tance to liberalize trade among themselves in spite of the revised treaty.

Conclusion

The Economic Community of West African States was established
two decades ago. Its efforts at promoting regional integration have
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been ineffective. To a large extent, this failure has been due to a do-
mestic policy stance at variance with its ultimate objectives and to mis-
givings about the effects of the intra-ECOWAS trade liberalization on
individual member country’s balance of payments and government
revenue.

Changing domestic policies occurring under the structural adjust-
ment programs in member countries provided better prospects for in-
traregional trade than events at the multilateral level. It must be realized
that any multilateral arrangements that are not buttressed by a credible
commitment to domestic policy reform involving trade liberalization
and the development of the private sector are unlikely to succeed.

While the reform process in individual countries could work in
favor of the ECOWAS objective, it could also work in the opposite di-
rection. Increased domestic competitiveness could result in exporting
to the industrial world. A lot will depend on transaction costs within
the subregion. ECOWAS must therefore examine and redefine its role
in the new circumstances. While not abandoning its overall objectives,
a phased program with one modest objective at a time is perhaps a bet-
ter procedure.

In the short to medium term, ECOWAS should take advantage of
developments in individual countries and concentrate on facilitating
trade among ECOWAS countries by measures and investments aimed
at reducing transaction costs. This may be achieved through the de-
velopment of intra-ECOWAS infrastructure and the easing of controls.
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