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In brief

Building on the most recent international trade theory and This project was
best practices of regional integration around the world, this funded by IGC
study assesses the consequences of existing and prospective Rwanda and the

trade integration in the East African Community (EAC) IGC Firms research

* The authors show that the EAC customs union has been very
programme.

successful in increasing bilateral trade among members, by
213% percent on average, much more than the Common
Market for Eastern and Southern Africa (COMESA),

which led to an increase of 80%, or the Southern African
Development Community (SADC), which led to an increase
of 110%

» The trade gains have translated in welfare improvements and
stability. Real GDP is estimated to have risen by 0.45% in the
EAC, and the statistical risk for bilateral conflicts between
members decreased by 12% in response to the trade increase.

« Efficient implementation of the EAC common market area is
estimated to further double the gains in welfare achieved so
far

* An EAC common currency is estimated to have only small
trade and welfare effects that may not justify the risks and
costs associated with it

* The estimated benefits from integration with COMESA and
SADC are relatively small largely because the EAC already

overlaps with both regional trade agreements, so the main
value in the Tripartite Free Trade Area (TFTA) would lie in
paving the way to a continental free trade area (FTA)
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The EAC has been one of the most successful
Regional Free Trade Areas in increasing trade

Beginning with a customs union between Kenya and Uganda in 1917, the EAC has
had a long history of regional integration efforts. These efforts saw their first peak
in the establishment of the first East African Community, which was comprised of
a common market, currency and interregional infrastructure and institutions. The
first EAC broke apart after ten years. In recognition of its benefits for economic
growth and the potential to stabilise the region, Uganda, Kenya and Tanzania
started a renewed effort of regional integration that led to the establishment of the
current East African Community in 1999. A customs union was established in 2005,
a common market in 2010, and a protocol for the establishment of a monetary
union was signed in 2013. But progress to realise some of these commitments has
been uneven, with the implementation of the common market behind schedule and
the establishment of a monetary union up to the test of a convergence period and
other hurdles. This slow-down in deeper integration reflects the wide disparities of
economic and social situations between the member states as well as the legal and
institutional complexities in operationalising the common market and currency. To
some extent hesitation also stems from uncertainty about the potential benefits,

which many perceive to be relatively small.

In their IGC working paper researchers Thierry Mayer (Sciences Po) and Mathias
Thoenig (Université de Lausanne) address this uncertainty and provide quantitative
estimates of the gains to be expected from deeper integration, in terms of increased
trade, welfare, and stability. Starting with an analysis of the gains that have

been achieved through EAC integration up to today, the study then evaluates the
prospects of a full implementation of the common market and currency, as well as a
full implementation of the Tripartite FTA between COMESA, SADC and EAC.

For their analysis the researchers compiled an extensive dataset covering trade flows
and explanatory variables for the period 1949-2011. The data is first analysed using
best-practice modern gravity regressions that allowed benchmarking of the trade
gains of the universe of regional trade agreements covered in the sample period

(using over 1 million observations).

Results from the gravity regressions show that up to the year 2011, the EAC had
already increased bilateral trade between two member states by an estimated 213 %
with respect to a counterfactual situation without the EAC. This makes the EAC
one of the most successful Free Trade Areas in Africa - and even in the world. It has
increased bilateral trade between member countries by an estimated 121% more
than the other regional trade agreements covered in the sample. The regressions also
show that the generalised system of preference agreements with the EU and the US

have made only marginal contributions to African exports.
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An EAC common market promises much higher
returns than a common currency

Building on the results from the gravity regressions, the researchers next use a
state-of-the-art simulation tool to estimate the effects of deepened integration in the
EAC. The model allows computation of the expected gains in trade, increase in real
GDP, as well as the effect on the risks of inter- and intra-state conflict (based on the
computed changes in trade shares). The simulation uses the trade patterns observed
in the year 2009 as baseline.

The results of this simulation are shown in figures 1 and 2. The first figure
summarises the expected percentage increases of EAC member countries’ trade
openness (exports over GDP) in response to a full implementation of the common
market and the monetary union. To provide a basis for comparison, the figures
include estimates of the gains achieved through membership in the EAC customs
union. This comparison case rests on a simulation of the trade patterns in 2009

without the EAC customs union.

Gains in trade openness

The simulation shows that the gains in trade openness to be expected from the
common market are large, albeit somewhat smaller than the estimated gains from
the customs union (+14% vs +18% respectively for the EAC as a whole).The trade
gains to be expected from the common currency are much smaller (+3%). In line
with expectation, the smaller land-locked countries Burundi and Rwanda have most
to gain, with Uganda and Kenya on par, but ahead of Tanzania. Most gains in trade
stem from increased regional trade, induced by lower trade costs (lower tariffs in

the case of a common market, and lower transaction costs in the case of a common
currency) and higher competition that leads to better quality, quantity and variety

of products becoming available within the EAC.

Figure 1: Percentage increase in trade openness (exports over GDP)
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(Static) Gains in welfare

A similar picture emerges when comparing the simulated impact of a common
market and currency on welfare, measured in the percentage increase in real GDP
in Figure 2. It is important to note that these are estimates of the static gains from
trade. Static gains from trade are estimates of the real GDP increase resulting from
the exploitation of cost-differentials, or comparative advantage that the new trade
relations in the common market or currency area imply. Static gains from trade do
not take into account further dynamic gains in the rate of economic growth to be
expected as a result of increasing firm productivity caused by regional value chain
upgrading, increased investment rates, access to more efficient intermediate inputs,

or learning from international firms.

Static gains from the creation of a common market are estimated to be +0.42% of
real GDP vs +0.45% gains estimated for the customs union. The welfare impact of
the common currency is estimated to be much smaller, at 0.1% of GDP. Comparing
member countries, it is Rwanda who stands to realise the highest welfare gains from
further integration, followed by Kenya and Uganda. Because Burundi’s current level
of trade openness is lowest in the EAC, the country will likely gain comparatively
little in real GDP, despite a possibly strong expansion in trade. While these numbers
might appear low, the estimates are in line with the existing quantitative literature
that measures static gains from trade. The total gains from trade including dynamic
gains can be expected to be considerably higher, but computation of these is beyond

the scope of this paper.

Figure 2: Percentage increase in real GDP (static gains from trade)
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Gains in promoting peace

A driving motivation in European integration after World War I was a belief

that trade integration promoted peace. Indeed research by Martin et al (2008)
has established a causal link between trade and reduction in conflict. Mayer and
Thoenig leverage this prior work to estimate how the changes in trade patterns
affect the statistical risk of conflict. The estimates show that regional integration
has the potential to decrease the statistical risk of war among member states
substantially (estimated at more than -10% for the customs union, -4% for the
common market and -1% for the common currency), by making member countries
more dependent on trade amongst each other and increasing the opportunity cost
of war. However, because increased trade among member states diverts internal
trade, and diverts trade with neighbouring countries not part of the union, it

slightly increases the statistical risk of inner-state conflict and conflict with EAC
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neighbours, which suggests considering accompanying measures to deal with

uneven distribution of gains because of trade diversion.

Similar, but smaller effects of peace promotion have been estimated for the
implementation of the common market in the European Union after 1992. Given
that the EU common market has been considered by many policymakers and
academic scholars as a force of geopolitical stabilisation, it becomes clear that EAC
market integration can be seen as a major contributor to stability in the region.
Events on all sides of the EAC -- in Burundi, South Sudan, Eastern Congo, and
Somalia -- underscore the long-term importance of using integration to reinforce

wherever possible initiatives toward peace.

What to expect from integration of the EAC with
COMESA and SADC

In June 2015 the EAC, SADC and COMESA agreed to ‘launch’ the Tripartite Free
Trade Area (TFTA) that will bring together 26 countries, 51% of continental GDP
and a population of 632 million. Model simulations in this study show, however,
that the trade and welfare increases to be expected from this Free Trade Area are
smaller than one might expect for EAC members, mainly because Burundi, Kenya
and Uganda are already members of COMESA, and Tanzania is already a member
of SADC. The simulation results show that no EAC country stands to gain more
than 11% in trade openness. Kenya is to expect the biggest gains in terms of real
GDP increase (+0.49%), mainly because it is already the biggest trade partner of
the SADC and COMESA among the group of EAC members and thus would profit

most from tariff decreases by these trading partners.

Figure 3: Percentage change in trade openness (exports over GDP)
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Figure 4: Percentage change in welfare from TFTA integration
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Agreement on how fast to move towards 100% tariff liberalisation within the
TFTA, a product list that defines what qualifies for preferential rules of origin, and
the technical details on how to deal with dumping, subsidisation, import surges

etc still need to be negotiated. This will delay and influence the magnitude of the
actual gains realised. Nonetheless, if the TFTA is implemented, it would represent a
milestone in the road towards a Continental Free Trade Agreement, which promises

much larger potential benefits.

Conclusions

Mayer and Thoenig’s research provides quantitative evidence of the EAC’s success
in increasing trade within the region (+18% trade openness), promoting welfare
(+0.45% real GDP), and stabilising the region by increasing interdependence among
member states (-10% risk of interstate war among members). They also show that
large unrealised potential (+14% trade openness, +0.42% real GDP) lies in further
deepening integration through the implementation of a common market. These
findings resonate with and complement previous IGC work by De Melo (2011) and
Frazer (2012) that emphasise the importance of going beyond mutual market access

to reap the benefits of regional integration and propose ways to do so.

The simulation employed by the researchers suggests comparatively small gains
from a common currency within the EAC. Prior work has shown that costs and
risks associated with a monetary union are substantial (Newfarmer and Séderbom,
2012, Adam et al, 2012), and the benefits to be expected have to be weighed carefully
against these, particularly the disruptive effects of asymmetric shocks. The gains
that are estimated in this study (+3% in trade openness and +0.1% in real GDP)

provide a crucial input to this decision.

The study also speaks to the benefits of the recently launched TFTA. Given that all
countries except Tanzania are already part of COMESA, with Tanzania already
being part of SADC, the trade and welfare gains for EAC members to be expected
from the TFTA are relatively small (+9% in trade openness, +0.25% in real GDP).

Nonetheless, the TFTA can serve as a crucial milestone and testing ground on the
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way to a Continental FTA, from which much larger gains are to be expected.

Even though the study does not pretend to identify specific policy measures to
promote integration — for these see the work of De Melo and Collinson (2011),
DeMelo and Tsikata (2015), Frazer (2012), and Hoekman and Shepherd (2015) — it
does underscore the high pay-off to the efforts the EAC has undertaken to promote

deep integration.
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