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Assessment of the Effect of the EAC Common External Tariff Sensitive Products List on the Performance of Domestic Industries, Welfare, Trade and Revenue

ABSTRACT

The paper aims to establish whether the protection given to the list of sensitive products since 2005 has increased
the regional capacity of the East African Community (EAC) to produce, reduced the importation of the same
products from the rest of the world, increased intra-EAC trade, and/or improved welfare. This paper adopts
two analytical approaches: a trends analysis of intra-EAC exports and the SMART WITS analytical framework.
The results demonstrate a significant increase in intra-EAC export trade after 2005, although Partner States
performance is not uniform, with Kenya dominating the other member states. Imports of the same products from
outside the EAC region increased by an even larger factor. This increase implies that the demand for sensitive
products exceeds the intra-EAC regional supply, resulting in a deficit that is met by imports from the rest of the
world. Notwithstanding the growth in intra-EAC exports of the sensitive list products, there is a deficiency in the
regional capacity to produce within the bloc. The total welfare effect is equivalent to US $3.1 billion; however, this
amount is disproportionately distributed, with Kenya being the main beneficiary. It is recommended that the EAC
review the CET sensitive products list considering the negative effects it is likely to have on manufacturing and
on consumption welfare, that they design and formulate strategies to support the development of regional supply
capacities to enhance the production of products in the sensitive list and that they develop a rational framework
that is empirically based to determine which commodities should be included or excluded from the list.

Key words: Sensitive, Product, CET Welfare, Trade, Revenue, Intra-EAC
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BACKGROUND

1.0 Introduction

The treaty for the establishment of the East African
Community (EAC) provides in Article 75 for the
establishment of the EAC Customs Union (CU). In turn,
the CU, which was established under the CU Protocal,
in 2005 provided for the implementation of the
Common External Tariff (CET), among other measures
intended to develop some sectors of the regional
economy. The EAC CU implementation commenced
in 2005 with a CET among the first three partners —
Kenya, Uganda and Tanzania — and was joined by
Rwanda and Burundi in 2007. The CET is structured
in three bands, with zero percent for raw materials,
capital goods, agricultural inputs, certain medicines
and certain medical equipment. The rationale behind
this tariff structure was to enable local manufacturers
to build capacity to produce locally within the regional
bloc. In this respect, the zero rate was for capital
goods, the 10 per cent bands were established for raw
materials and intermediate goods and other essential
inputs needed in production, and the 25 percent
band was established for finished products to reduce
imports and support local producers. The total tariff
lines are 5395 at Harmonised System (HS) digit level
8. The distribution of the CET band rates are as follows:
zero per cent rate accounts for 2,003 tariff lines (37
percent), 10 percent accounts for 1,152 tariff lines
(21.4 percent), 25 percent band accounts for 2,176
tariff lines (40.3 percent) and greater than 25 percent
tariff rates for products that are treated as sensitive
items, accounting for 64 tariff lines (1.2 per cent). This
paper is intended to analyse the impact of the sensitive
list since this list was created with the intention to
boost local sectors that produce these products.

The EAC Partner States identified a list of sensitive
products with the potential for domestic production
and cross-border trade. The importation of such
products from outside the community could negatively
affect domestic production and the development of
regional capacity to produce. As such, these products
were given additional protection over and above the
maximum 25 percent duty. At the commencement of
the CU, the Partner States agreed on the classification
of sensitive products and the applicable rates of duty.

Since the sensitive products could not be protected
by the maximum rate and therefore required special
policy measures, it was agreed that the items would
attract rates of over 25 percent and, in some cases, a
mixture of specific duty and ad valorem rates.

Table 1 presents the details of the pre-CU tariff rates
for the EAC Partner States and the rates adopted for
the sensitive list. The most liberalised partner state
was Uganda, with rates ranging from 7 to 15 percent;
it was followed by Rwanda, with rates of 5 percent
to 25 percent. Tanzania, on average, had rates of 25
percent. Burundi had rates in the 40 percent range,
and in Kenya, which was the least liberalised, most of
the rates were between 35 and 100 percent. Following
the adoption of the sensitive product list, the rates
increased significantly, most of them ranging from
50 to 100 percent. This implies that at the extremes,
Uganda gained more protection than Kenya, which
had prior higher protective rates for the sensitive list
among the Partner States.

Although research on the effects of the CET on the
EAC partners is available, analysis and discussion of
the effects of the sensitive list of products is glaringly
absent from the literature. Sangeeta et al. (2009) and
Othieno and Shinyekwa (2011) analyse the principle
of asymmetry adopted by the EAC. They estimate the
effect of the EAC CU on trade, revenue and welfare and
demonstrate the resulting sectoral impact. However,
they do not analyse the implications of the sensitive
list generated by the EAC on the economies of the
respective countries. McIntyre (2005) analyses the
potential trade impact of the EAC CU and establishes
that it is beneficial to Kenya's trade; however, the
remaining Partner States and the list of sensitive
products are not considered. Mugisa et al. (2009)
evaluate the implementation and impact of the EAC
CU in general without specifically examining the list of
sensitive products. Stahl (2005) analyses the impact
of the EAC CU in general, touching on the impact of
the CET and non-tariff barriers on intra-EAC trade and
welfare gains, and concludes that benefits are not
evenly distributed within the EAC. The study closest
to the current one was undertaken by the Ministry of
East African Affairs (2014) and assesses the EAC CET
list of sensitive products. The findings are illuminating
but lack detail concerning the EAC individual Partner
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States trade analysis, and other areas such as revenue
and welfare effects are omitted.

Implementation of the new tariff has many significant
implications. First, the EAC citizens would have to pay
more for the same products imported from outside the
economy, a fact that has welfare implications. Since
the rates are higher, the Partner States would generate
increased revenue from the sensitive list of products
provided there is continued importation from outside
the EAC region. Intra-EAC trade in these products
would tend to increase since the Partner States
would increase their output and supply. However, this
would depend entirely on whether the Partner States
economies address supply-side constraints and put
in place appropriate mechanisms and strategies to
expand production. Therefore, generating a sensitive
list is a necessary but not a sufficient condition
to build the capacity to produce these products
regionally. It is possible that the high CET rate on
essential consumer products and on inputs such as
cement, clinkers, hard wheat and sugar for industrial
use has affected consumer welfare and raised the cost
of manufacturing. Although the region would achieve
self-sufficiency in the production of these commodities
following effective protection, welfare would initially
decline owing to the higher ftariffs. The relevant
questions are: (i) To what extent has the EAC CET on
sensitive products generated effective protection of
domestic industries? (i) Has the policy increased the
supply capacity to produce most of the products in the
CET sensitive list? (iii) What are the trade, and revenue
welfare implications?

1.1  Study objectives

The study seeks to establish whether the protection
given to the items on the sensitive list has realised
its objective of building regional capacity to produce,
reducing the importation of the same products from
outside the bloc, increasing intra-EAC trade in the
same products and improving welfare. Specifically,
the study seeks to establish the extent to which
the EAC CET has generated effective protection of
domestic industries, to determine whether the CET has
increased the supply capacities to produce most of the
products in the CET sensitive list, to assess whether
the EAC region has increased intra-regional trade in
the sensitive list items and to analyse the welfare and

2 I ECONOMIC POLICY RESEARCH CENTRE - EPRC
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revenue impact of the CET sensitive list structure on
the population.

The remainder of the paper is organised as follows.
Section Il reviews the literature, highlighting key factors
that influence the generation of sensitive lists. Section
Il details the methods and the conceptual framework
used. Section IV presents and discusses the findings.
Section V concludes the study and discusses the policy
implications of the findings.
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Il LITERATURE REVIEW

During the second half of the last century,
multilateralism was pursued through multilateral
trade negotiations based on the most-favoured-
nation principle underlying the General Agreement on
Tariffs and Trade and its successor, the World Trade
Organization (De Rosa 1998). It was considered the
most appropriate path to achieving the “first-best”
outcome of world economic integration. However,
beginning in the late-1980s and due to frustrations
growing out of the stalled Uruguay Round negotiations
concluded in 1994, regionalism has gained centre
stage for achieving world economic integration. It is
argued that Regional Economic Communities (RECs)
can form building blocks to achieving world economic
integration. However, from an international political
economy perspective, RECs offer potential competition
if not conflict with multilateralism as a means of
achieving wider trade liberalisation in the world
economy. The foundation for RECs was first analysed
by Viner (1950) in a seminal paper that concluded
that regional integration arrangements (CU) might be
predominantly trade-diverting and therefore welfare-
reducing. Since then, the debate has been inconclusive.

A CU is a trade agreement under which specific
countries are allowed to preferentially grant tariff-free
access to each other’s imports and under which they
agree to apply a CET to imports from the rest of the
world. CUs suppose common industrial policies and
a high degree of political convergence and trust, i.e.,
a CU is often regarded as a precursor to high political
convergence (Andriamananjara, 2011; Kieck & Maur,
2010; and Bonga, 2014). Primarily, the creation of
a CU increases trade flow between member states
and tends to decrease trade with the rest of the
world (Andriamananjara, 2011; Bonga, 2014). The
increased trade flow that occurs due to the removal
of intra-union tariff barriers is often referred to as
trade creation. This also means that highly efficient
suppliers within the CU replace domestic suppliers of
a particular commodity. On the other hand, because
of discriminatory liberalisation, trade diversion means
that less efficient suppliers in partner states displace
highly efficient suppliers in the rest of the world
(Andriamananjara, 2011).

It is widely accepted that CUs should be formed on
the basis that they impact global welfare (Srinivason,
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1997). Indeed, Viner (1950) asserts that if trade
diversion exceeds trade creation, the implication for
the economy is a welfare reduction. The reverse is true
for a welfare increase. The CU entails very exceptional
circumstances that call for the formulation of a
sensitive list! of goods.

The issue of sensitive products in RECs is very critical
because it defines the interests of the Partner States as
they cede their trade policy. Given its significance, the
process of developing such a list should be systematic
and must be guided by common quantitative analytical
approaches rather than based on varied subjective
assumptions. The existing literature examines some
of the criteria that can guide this process and gives
empirical examples of how this has worked in some
instances. It is common practice for member countries
to adopt a variety of criteria to prepare their sensitive
lists; these criteria may, according to (Mudungwe,
2010), include contribution to employment, contribution
to GDP, value-added export earnings, outputs/inputs
for differentiated tariff treatment, stage of sector
development/infant industry, and current level of
support given to the sector (incentives). However,
it has been observed that during the process of
stakeholder consultation, sectors with strong domestic
lobbies seeking protection are often included in the list.
In such instances, ultimately the country loses welfare,
and with limited productive capacities there is more to
lose than to gain.

In trade policy analysis, products are considered
to be sensitive if an internally or externally induced
trade liberalisation process would directly or indirectly
negatively impact the production or trade of the said
commodities  (Mudungwe, 2010). Consequently,
sensitivity of products implies that the production,
consumption, and revenue-earning capacity of such
commodities are vulnerable to trade policy shock.
The trade liberalisation process may lead to a rapid
increase in imports that in turn outcompete locally
produced commodities, leading to a decline in the
production of the given sector and retrenchment of
workers. In such a situation, the affected sector is
sensitive. When it does not isolate the main revenue-
generating commodity lines, a liberalisation process
may lead to a steep decline in trade revenue. The
decline in revenue may have a negative impact on

1 A “sensitive list of products” in this context refers to application of tariffs over
and above the CET set by the REC and, in the case of the EAC, above 25 percent.
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the ability of a government to discharge its functions
because it will be constrained financially. Although
there is a general consensus on this, the challenge
concerns the practical selection of products that end
up on a list of products.

In the literature, a list of sensitive products is very
important in defending national, social and economic
interests. However, there is lack of a systematic
process to guide common quantitative analytical
approaches; instead, decisions are based on varied
subjective assumptions, yielding a long list of
sensitive products without sound empirical evidence
(Mudungwe, 2010). This is partly explained by the lack
of common approaches that are supported by minimum

and maximum thresholds of acceptance or rejection.

In the Southern African Development Community
(SADC), for example, considerable energy was devoted
to negotiations regarding the liberalisation of trade in
goods, especially on the rules of origin for sensitive
products (Kalenga, 2004:30-31). The implementation
of the CET in the Economic Community of West African
States (ECOWAS) was delayed beyond the initial
deadline of 2008 because Nigeria requested an extra

50 percent tariff band to protect its sensitive industries.

The justification of inclusion of products as sensitive
during tariff liberalisation is traditionally based on
a range of arguments. Kharel (2010) developed
four criteria to shortlist tariff lines for inclusion and
exclusion from the sensitive list between Nepal and
the South Asian Free Trade Area. This approach used
the value of the Revealed Comparative Advantage
(RCA) index for three years. If the RCA was greater
than one (RCA>1) in all three years for at least one
South Asian country, it indicated that at least one
South Asian country had a comparative advantage in
that tariff line and that reducing tariff on that product
augured well for efficiency. In this way, the potential
for trade diversion was also reduced. Secondly, the
share of South Asia in Nepal's imports was assumed
to be greater than 66 percent. This criterion was used
to specifically guard against the possibility of trade
diversion when Nepal provides preferential treatment
to South Asian products. It was assumed that if the
share of South Asia in Nepal's imports was greater
than 66 percent in all three years, the possibility of
trade diversion from removing the tariff line from the
sensitive list would be reduced since South Asia is

already a significant supplier, whatever the reasons.

The trade potential between Nepal and at least one
South Asian country was positive for all three years.

Grossman and Helpman (1994) took particular interest
in the benefits politicians derive from protection of
particular sectors, especially if they have political
influence. This argument does not often take into
consideration the costs to consumers and taxpayers
and government loss of foregone consumer tax revenue.
Some criteria have been suggested by Mudungwe
(2010); they include an array of indicators that cover
most of the key facets of economics: production, fiscal
factors, food security, trade, supply chain interlinkages
and welfare aspects.

Studies conducted to measure the impact of adoption
of a sensitive list and therefore an increase in the tariff
lines are limited and the existing few reveal varied
results. Using partial equilibrium modelling, Kumar
and Ahmed (2014) established that there was a
positive effect on consumer surplus and trade flows
and a negative effect on tariff revenues. Furthermore,
the simulation results revealed that the aggregate total
trade effect was positive, with a surge in export of some
products. Raihan Selim (2008) explored the impact of
the sensitive list by India under the South Asian FTA
using a partial equilibrium model and established a
substantial increase in exports within the region. The
analysis for Nepal revealed that there was more trade
creation than trade diversion, intuitively more revenue
loss and limited welfare gains.

[l METHODOLOGY AND DATA

3.1 Introduction

The paper adopts two analytical approaches. The first
analysis uses the COMTRADE and TRAINS? databases
embedded in the trade map database to establish
the intra-EAC trade flows for the period 2006-2013
for Uganda, Tanzania and Kenya and for the period
2008-2013 for Rwanda and Burundi. This part of the
analysis seeks to establish whether the commodities
deemed sensitive have increased in volume in terms
of intra-EAC exports and reduced imports from outside
the EAC economies. The second part of the analysis
uses the World Integrated Trade Solutions (WITS) using

2 COMTRADE is common format for Transient Data Exchange for power systems;
TRAINS refers to the Trade Analysis Information System.
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the SMART model analytical framework that conducts
Partial Equilibrium (PE) analysis to determine the
welfare, trade and revenue effects.

3.2 Analytical Approaches

This section describes the analytical framework of
the SMART model following Jammes and Olarreaga
(2005). It is a partial equilibrium model built on the
core postulate of the Armington assumption, which
assumes that imports from different countries are
imperfect substitutes. PE implies that the analysis
only considers the effects of a given policy action
in the given market(s) that is (are) directly affected.
Unlike Computable General Equilibrium  (CGE)
models, PE models do not account for the economic
interactions between the various markets in a given
economy (WITS Manual Version 2.01 2011). There is,
on the contrary, focus on one importing market and
its exporting partners. The PE model assesses the
impact of a tariff change scenario by estimating new
values for a set of variables. Despite the shortcomings
of a PE framework, this model remains more suitable
than the general equilibrium model because it allows
the utilisation of widely available trade data at the
appropriate level of detail to capture the principle of
special and differential treatment in the simulation
analysis (Milner et al. 2002). In addition, PE models
have the advantage of working at a very fine level of
detail. The SMART model can either be solved with
perfectly elastic export supply, as when world prices of
each variety are given, or by assuming upward-sloping
export supply curves.

The SMART model incorporates three types of
elasticities. (i) Supply elasticities are deemed to
be infinite (=99), which means that an increase
in demand for a given good will always be matched
by the producers and exporters of that good without
any impact on the price of the good. This assumption
is reasonably realistic when the importer (EAC) is
a small market and the exporter (the rest of the
world) consists of large industrialised economies.
(ii) Import substitution elasticities record the rate
of substitution between two goods with different
origins. The Armington assumption is incorporated in
the SMART model, meaning that similar goods from
different countries are imperfectly substitutable. In
SMART, the import substitution elasticity is considered
to be 1.5 for each good. (iii) Import demand elasticity
measures the demand response to a shift in import

6 I ECONOMIC POLICY RESEARCH CENTRE - EPRC
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price. In SMART, the import demand elasticity varies
at the HS-6 level and is based on a survey by Stern et
al. (1982) in “Price Elasticities in International Trade”.
Another important assumption made by the model is
that of perfect competition, which, for example, means
that tariff cuts are fully reflected in the prices paid by
consumers.

3.2.1 SMART Model Derivation

The derivation of the SMART model is based on work
by Laird and Yeat (1986), who derived clearly the
equation that can be used to estimate various trade
policy changes. The derivation begins with a basic
trade model composed of simplified import demand
and export supply functions and an equilibrating
identity.

A simple EAC's (J“") import demand (M) function for
the " commodity produced in the k" country outside
the EAC (k = the rest of the world) is expressed in Eq.
(1) as

M;j = (Y}, Pij, Pix) (1)

where Y; is the income of the EAC, Pj; is the price of the
commodity in EAC and Pis the price of the commodity
outside the EAC.

The k" export (X) supply function for the it"
commodity can be simplified as shown in Eq. (2).

Xijk = [ (Pix;j) (2)

The equilibrium in the trade between the EAC and the
rest of the world is the standard partial equilibrium
equation expressed in Eq. (3).

Mij = Xijk (3)

In the EAC, the domestic price of the it* commodity
from the rest of the world’s J*" market will be equal to
the k" rest of the world’s export price plus transport
and insurance charges. This price would change by an
amount equivalent to the ad valorem incidence of any
tariff, as in Eq. (4).

Pijic = Pij(1 + tij3) (4)

where P is the price of a representative good in a
representative importer country (EAC) and tij« is the
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tax. The export revenue earned by the k" can be
simplified as expressed in Eq. (5).

Rij = Xikj- Pikj 5)

Trade Creation (TC;ji): The trade creation effect
can be defined as the increased demand in the EAC
for the it" commodity from the k" rest of the world
resulting from the price change associated with the
transmission of price changes when the tariff lines on
the commodity change. Therefore, from Eq. (1) to (5),
it is possible to write the formula for trade creation.
First, it is possible to derive the total differential of the
domestic price with respect to tariffs and foreign price
from Eq. (4).

OPyjic = Pigj. Otyj + (1 + Ly ) 0Py ©)

The simplified expression for the elasticity of import
demand with respect to the domestic price can be
rearranged as follows:

aPijk

m s 0)

dMijk _
Mijk

where @m is the elasticity of import demand with
respect to the domestic price.

Substituting Egs. (4) and (6) into Eq. (7) yields Eq. (8):
AMijk _

. (ﬂ + ﬂ) ®)

Mijk (1+tijr)  Pijk

From the illustration in Eq. (3),

dMijk _ dXikj

Miji Xikj 9
The standard expression for the elasticity of export
supply with respect to the world price can be expressed

as in Eq. (10).

dPikj _ (dXikj>i
Pikj Xikj /] ox (10)

Substituting Eq. (9) into (10) and the result into Eq.
(8) produces an expression that can be employed to
compute the trade creation effect. From Eq. (3), this
is equivalent to the rest of the world’s growth of export
of the it" commodity to the j¢" country (EAC). The
expression for trade creation is Eq. (11):

dtijk

e = M Om G0 (89)

(11)

It may be noted that, if the elasticity of export supply with
respect to the world price is infinite, the denominator
on the right-hand side of Eq. (11) becomes unity and
can be ignored.

Trade Diversion (T'D;ji): The term trade diversion
refers to the inclination of importers to substitute
goods from one source with goods from another source
in response to a change in the import price of supplies
from one source but not from the alternative source.
Thus, if prices fall in one overseas country, there will
be a predisposition to purchase more goods from that
country and less from countries whose exports are
unchanged in price. Trade diversion can also occur not
because of a change in the export price as such but
because of introduction or elimination of preferential
treatment for goods from one or more sources while
treatment for goods from other sources remains
unchanged (Laird and Yates, 1986). Without explicit
values for the elasticity of substitution, the formulation
for trade diversion is expressed in Eq. (12),

Mnj

TDijk = TCl]k V_U

(12)
where Mmn;; represents the imports from non-

preference-receiving countries and V;; is the output in
the importing country.

However, with explicit values for the elasticity of
substitution, the alternative is expressed as in Eq. (13).

IMjk Pijk
d<2 Mi?K) a(%}()
I M;jk Pijk
(o) | (7i)
where E; is the elasticity of substitution with respect to
the relative prices of the same product from different
sources. Whereas k denotes imports from one (group)
of foreign supplier(s), K denotes imports from another
(group) of foreign supplier(s), and the summation is

only across the country group k or K but not across
product groups (i) nor across imports (j).

E, =

(13)

From this expression, it is then possible to express
the percentage change in the relative shares of
the alternative suppliers in terms of the elasticity
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of substitution, the percentage change in relative
prices and the original relative shares of imports
from the alternative sources. By extensive expansion,
substitution and rearrangement, it is possible to obtain
the expression for trade diversion (TD) gain or loss
shown in equation (14). The term in equation (14) for
relative price movement is specified in terms of the
movements of the tariffs or the ad valorem incidence
of non-tariff distortions for the two foreign sources.

d(Pyjic/ Pij)
M, M E..—_UxL_URJ
D B Mijk Zk. ijk ZK ijK-Es Pijk/Pin
k= S d(P,jx/Pi;
Kk Miji
Yk Mijy + Xk Mij + X Mijie -Es-i(Pi;Lk/Pi;(K)
14

Total Trade Effect: The total trade effect is obtained
by summing the trade creation and trade diversion
effects. The results can be summed for groups of
suppliers, either for individual products or across
product groups.

Revenue Effect

The quantification of the revenue effect in the WITS/
SMART model is simple. The tariff revenue is given as
the product of the tariff rate and the value of imports.
Eq. (14) has direct application in estimating the
revenue effect for the importing country. Otherwise,
the percentage increase in revenue is equal to the
percentage increase in imports plus the percentage
increase in prices. This can be shown by taking from
Eq. (5) the total differential of revenue with respect to
import price and the value of the resulting imports into
Eq. (15):

dRiji = Piji.dMijx + Miji. APy 5

Dividing the expression on the left-hand side (LHS) of
Eq. (15) with the LHS expression of Eq. (5) and the
right-hand side (RHS) of Eq. (15) with the RHS of Eq.
(5), we have

dRikj _ (Pikj.@Mixj+Mikj.0Pik;})
Rikj (Pikj Mikj) (16)

Reducing Eq. (16) and substituting from Eq. (10) yields
Eq. (17).

dRikj _ AM dPikj

Rikj B Migj Pikj (17)
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In other words, equation (17) can be written as
dRikj dtik; (14Ey)
Rikj N ((1+tikj))-Em + ((Ex—Em)) (18)

Welfare Effect: The welfare effect arises from the
benefits consumers in the importing country derive
from lower domestic prices after the removal or
reduction of tariffs or the ad valorem incidence of non-
tariff distortions. Thus, the net welfare gain is normally
estimated as the increase in import value times the
average ad valorem incidence of the tariff barrier
before and after the tariffs’ elimination. This welfare
gain can also be thought of as an increase in consumer
surplus, as expressed in Eq. (19):

Wijy = O.S(dtijk -dMijk) 19

The coefficient 0.5 captures the average ad valorem
incidence of the tariff barriers before and after their
elimination/reduction. Eq. (19) assumes that the
elasticity of the export supply is infinite. In the case
in which the elasticity of export supply is less than
infinity, the supply price is higher than before. The new
domestic price of imports does not decline to the full
extent of the tariff change, and import expansion is
less than in the case of infinitely elastic export supply.
Welfare can still be computed using Eq. (19) but needs
to be interpreted as a combination of consumer surplus
and producer surplus.

3.2.2 Scenario definition and estimation

The analysis provides for increase in tariffs during
the implementation of the sensitive list. Table 1
illustrates the change in the tariff lines following the
implementation of the CET of the EAC CU. For example,
Tanzania increased the tariff rate for milk products
from 25 to 60 percent, Burundi increased it from 40 to
60 percent, Rwanda increased it from 5 to 60 percent,
Uganda increased it from 15 to 60 percent, and Kenya
maintained it at 60 percent. The analysis estimates
the impact of the change in the tariff rates. Identifying
the products for which the impact of tariff increase is
greatest may help the EAC Partner States define their
most “sensitive products” as well as determine the
likely effect, which in turn would help policymakers
understand the mechanism through which the region
can address the would-be effects. The sensitivity
parameters analysed herein include: total trade
effect (creation, diversion), welfare and revenue. The
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scenarios involve analysing the impact of the change in
the tariff line from that of pre-CU to that which applies
during its implementation at each product level.

Whereas the trends in trade cover the 2001 to 2013
period, the partial equilibrium analysis begins in
2005, when the CET structure was implemented, and
continues to 2013.

IV FINDINGS

4.1 Introduction

The rationale for imposing higher CETs on sensitive
products by the EAC Partner States was to enable
the producers of the affected products to build local
production capacity to be able to supply the same
products within the region. Therefore, the spirit behind
the policy was protection of the affected industries
over time to enhance their competitiveness and their
ability to supply the EAC regional market. This move
was intended to boost intra-EAC trade in pursuance
of the integration treaty, whose objective is to spur
development and betterment of the citizens. The
presentation and discussion of the results obtained
in this study is divided into two sections. Section 4.2
present trends in exports, imports and trade balance
for the entire EAC region, with a disaggregation at the
country level illustrating partner state contributions
to intra-EAC trade of the sensitive products. Section
4.3 presents and discusses the welfare, revenue,

trade creation and trade diversion effects of the
implementation of the sensitive list tariff lines on the
EAC Partner States.

4.2 Individual country intra-EAC export trade
performance of products on the sensitive
list.

Over the period of analysis, intra-EAC exports of
sensitive products grew significantly, although
there was eventually a decline. The trade expanded
from US $93 million in 2005 to 270 million in 2013
and thereafter declined to US $171 million in 2014,
Compared to the overall regional exports, the intra-
EAC exports increased from a proportion of 7 percent
in 2005 to 12 percent in 2012 and thereafter declined
to 10 percent by 2014. These trends suggest growth
in nominal terms and proportions, although stagnation
setin. The individual EAC partner state performance of
intra-EAC export trade is not uniform across the states,
with Kenya being the most dominant, followed by
Uganda and Tanzania, and extremely poor performance
from Rwanda and Burundi (Figure 1).

Considering that Tanzania is quite a large economy
compared to Uganda, its performance exhibited
a fluctuating trend and is relatively weak. It is
understandable that the small economies of Rwanda
and Burundi still have a long way to go to develop
sufficient productive capacity to supply the Partner
States with larger quantities of products and therefore
high export value.

Figure 1: Trends in intra-EAC export trade of sensitive products (US$ ‘000)

160,000
140,000
120,000
100,000
80,000
60,000
40,000
20,000

- e

2001 2002 2003 2004 2005 2006 2007 2008 2009 2010 2011 2012 2013

e Kenya 18,67 22,39 28,01 28,12 42,85 72,18 101,2 141,8 137,4 123,9 1458 114,3

e===Tanzania 7,080 7,238 4,436 49,96 39,15 21,81 41,42 21,28 11,65 54,51 41,01 85,36 45,73

e Jganda 3,605 3,442 6,786 9,800 8,704 13,68 23,22 62,39 67,12 80,98 80,89 106,5 98,78

e Rwanda 292 488 802 541 361 1,236 1,628 1,386 1,227 818 2,363 7,712

e Burundi 1,509 1,946 1,805 3,575 2,048 1,306 7,232 3,317 3,340 2,100 1,519 3 2,533

Data source: COMTRADE
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Notwithstanding the skewed observations, there is
significant intra-EAC export trade, as demonstrated
by the observed increases, especially after 2005
when Uganda, Kenya and Tanzania entered into the
CU regional arrangement. There is even more growth
in intra-EAC export trade after Rwanda and Burundi
joined in 2008. This is a positive development
illustrating that the EAC Partner States are steadily
increasing their intra-regional export trade of sensitive
products. Note that whereas some of the Partner
States are increasingly supplying products on the
regional market, others are lagging behind, a state
of affairs that should be addressed affirmatively to
achieve balanced regional development. This is also
a manifestation of the deficient production and supply
capacities within the EAC region.

Individual country analysis shows the products from
the sensitive list that generate high export values
(intra-EAC exports), which may reveal comparative
advantage in a crude way. Furthermore, the
performance also illustrates the extent to which the
Partner States have to work to achieve the intended
objective of the policy. Uganda’s main export to the
region is cigarettes and tobacco products, followed by
sugar, milk products, cement and matches (details
provided in Table B1 of the Appendix). Kenya, the main
production partner state, exports cement, cigarettes
and tobacco, corks, crown and base metal products,
milk products, wheat, manganese dioxide primary
cells, batteries and matches (details given in Table B2
of the Appendix). Tanzania’s main exports to the region
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include wheat, cement, rice and maize. It is evident
that the list for Tanzania is quite small; the details
are provided in Table B3 of the Appendix. Rwanda’s
main exports include rice, wheat, cigarettes, tobacco
products and cement, although the revenue generated
from them is quite small in comparison to that of the
other Partner States Uganda, Kenya and Tanzania
(details given in Table B4 of the Appendix). Burundi is
firmly at the bottom, with a very small list of products
that together generate insignificant export revenues
from the EAC Partner States, as illustrated in Table
B1 in the Appendix. Its main products are cigarettes
and tobacco products. The results show that several
products are produced in almost all the countries;
these include cement, sugar, rice, cigarettes and
tobacco products, milk and wheat.

4.3  Export and import trade performance of
EAC sensitive products

The trends in the intra-EAC exports suggest that
production of sensitive goods still exhibits lack of
capacity within the bloc. Whereas EAC total exports of
sensitive products both in the EAC and to the rest of the
world increased from approximately US $300 million in
2005 to US $780 million in 2013, imports of the same
products from outside the EAC region increased from
US $700 million in 2005 to US $2.3 billion in 2011 and
declined slightly to US $1.7 billion in 2013, as shown
in Figure 2; details can be found in Tables Al and A2
of the Appendix.

Figure 2: Trade performance of sensitive products (US $ ‘000)
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Data source: COMTRADE
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It is illustrated that imports of the same products from
outside the EAC region still represent a significant
proportion. Notwithstanding the fact that intra-EAC
exports of the sensitive products doubled during this
period, just as imports from outside the EAC region
doubled, it is evident that intra-EAC exports are small
in comparison. The trends in the trade balance of
sensitive products further demonstrate the production
deficiencies within the EAC region. The trade balance
is negative, and it increased from US $482 million
in 2005 to US $1.7 billion in 2011 and then declined
to US $947 million in 2013. Overall, the statistics
suggest that the demand for the products exceeds
the intra-EAC regional supply and that the deficit is
met by imports from the rest of the world. This has
welfare implications since what is imported attracts
high tariffs and artificially increases the local price
of the products. Therefore, the EAC region has yet to
achieve the goal of building regional competitiveness
to significantly reduce imports of the same products

from outside the region. Note that total EAC exports
(for all products) to both Partner States and the rest
of the world increased from US $6.2 billion in 2005 to
US $14 billion in 2014, and imports increased from US
$11 billion in 2005 to US $40 billion in 2011. These
statistics emphatically demonstrate that the sensitive
list is still a long way from generating sufficient trade
capacity to meet the needs of the region.

4.3.1 Individual product performance

Examining the individual product performance
further reveals that some products have significantly
increased in regional trade, whereas others have
declined or remained constant (Figure 3). Cement
registered the highest increase in value terms, from
US $60 million in 2006 to US $225 million in 2013.
Imports of the same product performed in a similar
way, suggesting that the EAC region produces similar
quantities of cement as those imported in the region.

Figure 3: Cumulative value of intra-EAC exports and imports of sensitive products from the rest of the
world, 2008-2014 (US $ ‘000s)
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Data source: COMTRADE
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Other products that experienced increased intra-EAC
trade include sugar, cigarettes and other tobacco
products, wheat, rice, milk, maize, and batteries. Poor
performance is revealed among cotton and clothing
products, which experienced significant declines in
intra-EAC trade and registered significant growth in
imports. Other products in this category include air-
zinc primary cells and batteries, silver oxide primary
cells and batteries and mercury oxide primary cells
and batteries. Regional imports of some products
increased significantly, and they remained high
during the period of analysis irrespective of whether
the overall intra-EAC trade increased. Rice remains a
major regional import commodity; it increased from US
$52 million in 2006 to US $310 million in 2014. Wheat
is similarly a major regional import. The other products
in this category include sugar, cigarettes, clothing,
primary cells, primary batteries, manganese dioxide
primary cells and batteries, and milk.

If motivation for the generation of this list was to build
internal capacity, then the protection has not generated
sufficient internal industrial or firm growth to expand
production to match the region’s demand. This may
require a review of the CET for that purpose. Given that
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food security is key, especially where sugar, rice and
wheat are concerned, there may be a need to revisit
the policy since welfare is reduced with high import
duties and local capacities are not yet developed,
with consequent high prices and reduction in welfare.
The EAC region is in the process of infrastructure
development that depends significantly on cement.
Treating cement as a sensitive product with a 35
percent tariff is not logical since this will add to the
cost of developing infrastructure, eventually reducing
EAC regional competitiveness.

4.4  Impact of the implementation of the EAC
sensitive products list

441 Welfare effects

As illustrated in Figure 4, the total welfare effect for all
the EAC Partner States is equivalent to US $3.1 billion,
an amount higher than the total trade effect (US $2.7
billion). The first two years of the implementation of
the sensitive list, that is 2006 and 2007 when only
Kenya, Tanzania and Uganda were the members of
the EAC, experienced overall negative welfare effects;
which increased from US $6 million to US $20 million,
largely borne by Kenya.

Figure 4: Welfare impact of the implementation of the EAC sensitive products list (US $ ‘000s)
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Data source: World Bank SMART WITS
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Uganda and Tanzania started with positive welfare
effects and maintained the trend throughout the
period of analysis. Although the rest of the countries
maintained positive welfare with the exception of
Kenya and Burundi, the region realised positive
gains throughout the period. We note that Kenya,
the largest economy in the region, was likely to face
such challenges because the country’s citizens
are now purchasing these commodities at a higher
price than during the pre-implementation period. It
is observed that the performance varies across the
countries; Kenya made the most welfare gains (close
to 85%), followed by Uganda (7.7 percent), Tanzania
(6.3 percent), Rwanda (1 percent) and Burundi (0.1
percent).

A quick look at products for which welfare gains
were made at the level of individual countries
further suggests which sectors experienced gains
and perhaps losses. The sectors constitute either
the consumers or the producers of the products.
Burundi made welfare gains totalling US $5 million
from the following main products in order of gains:
rice, cement, milk, sugar, corks and crowns of base
metal. The country experienced welfare losses with
regard to maize. The details are provided in Table C1
of the Appendix. Rwanda made welfare gains on many
products totalling US $24 million, with the following
products having the highest monetary values: sugar,
wheat, rice, worn clothing, primary cells and batteries
and maize. The details are given in Table D1 of the
Appendix. Uganda made welfare gains on a number of
commodities totalling US $243 million; the following
commodities had the highest monetary values:
sugar, rice, matches, primary cells and batteries and
clothing. The details are presented in Table E1 of
the Appendix. Tanzania made welfare gains totalling
US $195 million on a limited number of products.
The products, starting with those with the highest
monetary values, include sugar, wheat, rice, cement,
cigarettes and tobacco products, worn clothing, maize,
and milk. The details are presented in Table F1 of the
Appendix. Kenya's experience is rather a combination
of extremes. Whereas this country made the most
gains, it also had the longest list of welfare losses.
Furthermore, one product of Kenya from the sensitive
list, raw sugar, seems to have generated over 85 %
of the EAC regional welfare gains, amounting to US

$2.7 billion; it was followed by maize, rice and plain-
weave polyester. It is observed that the same products
had negative welfare effects for most of the period of
analysis until 2013, which is rather out of the ordinary.
The sectors/products that experienced welfare losses
include refined sugar, corks, crowns of base metal,
manganese dioxide primary cells and batteries, and
cigarettes and tobacco products. The details are given
in Table G1 of the Appendix.

Uganda, Rwanda and Tanzania did not experience any
welfare losses. Perhaps what needs to be emphasised
is that the overall welfare effect is positive and not
negative. Furthermore, the existing arrangement has
the potential to yield even higher welfare effects.

4.4.2 Revenue effects

With regard to revenue, the change is largely negative
except in the last two years, when positive revenues
were realised. Note that this depends on the volumes
imported vis-a-vis the EAC regional supply capacity.
Figure 5 demonstrates a uniform trend of revenue
loss across all the countries with the exception of
Kenya in 2013. Before 2013, the entire EAC region
experienced revenue losses amounting to US $349
million, much of which is accounted for by Uganda and
Tanzania. The positive Kenyan revenue gains in 2013
of US $1.78 billion completely offset the losses, which
again illustrates that the performance of the Kenyan
economy has significant implications for the rest
of the EAC Partner States. In this case, aggregating
the revenue loss masks individual EAC partner state
performance. It does emerge that as the EAC countries
in part turn to regional suppliers after applying the high
sensitive list CET, foreign suppliers reduce the amount
supplied, leading to a reduction in the generation of
customs revenue in the region.
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Figure 5: Revenue impact of the implementation of the EAC sensitive products list (US $’000s)
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A detailed examination of the performance of the
sensitive list products at the country level regarding
revenue sheds additional light. Burundi experienced
revenue losses of US $16 million and made gains in
one product, maize, to the tune of US $1 million. The
main products for which losses were experienced
include rice, cement, milk and sugar, among others.
The details are provided in Table C2 of the Appendix.
Rwanda experienced revenue losses of US $95 million
and made gains in one product, raw sugar, of US $5
million. The products for which losses were made
include refined sugar, rice, worn clothing, primary cells
and primary batteries, wheat, cement, matches and
maize (details in Table D2 of the Appendix). Uganda
had an overall revenue loss of US $598 million, an
amount close to that of Tanzania, and largely never
experienced positive revenue gains. The main products
of Tanzania that had negative revenue impact, in order
of magnitude, were refined sugar, rice, primary cells
and primary batteries, plain-weave polyester, matches,
maize and milk (details can be found in Table E2 of
the Appendix). Tanzania’" revenue loss amounted to
US $580 million, with the following main products/
sectors affected: refined sugar, worn clothing, wheat,
rice, cement, milk, maize and matches. There were
negligible and insignificant revenue gains, suggesting
that overall Tanzania experienced revenue losses
(details in Table F2 of the Appendix). Kenya made
more revenue gains than losses, given that gains
amounted to US $1.58 billion and losses amounted
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only to US $192 million. Note that, with the exception
of 2013, Kenya experienced revenue losses as well.
The product that accounts for most of this change is
raw sugar, which throughout this period experienced
revenue gains amounting to a total of US $1.85 billion.
The products that experienced revenue losses include,
among others, maize, rice, cement, sacks and bags,
bed linen and plain-weave polyester (details are
provided in Table G2 of the Appendix).

It is not surprising that with minimum gains in local
sourcing of the sensitive list products, the EAC Partner
States are bound to experience losses in customs
revenue. Nevertheless, when the total trade created
and welfare dividends are considered, it is evident
that the region makes more gains even when there
are revenue losses. The Partner States increase their
chances of collecting more revenue, such as value-
added taxes, excise duties, corporate and income
taxes, when local suppliers increase their production
capacities and volumes. This seems not to be optimal
at present since imports of the sensitive list products
are still very significant.

4.4.3 Trade Creation Effects

Over the period of analysis, the EAC region made
significant trade creation gains both individually and
collectively. Figure 6 demonstrates that there was
significant trade creation to the tune of US $2.7 billion
compared to trade diversion to a tune of US $50
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million (Table 2). Uganda emerged with the highest
value of trade created, US $966 million, followed by
Tanzania, with US $866 million, Kenya with US $651
million, Rwanda with US $168 million and Burundi
with US $3 million. Overall, the growth steadily
approached the highest level, which occurred in 2013.
This result vindicates the argument for the generation
of the sensitive list of products since it shows that it
has contributed to the creation of trade within the EAC
region.

At the individual partner state level, Burundi created
the least trade, and this was mainly in milk and rice.
Rwanda, on the other hand, created trade in wheat,
maize, sugar, milk, rice, manganese dioxide primary
batteries, worn clothing, and cement, among others.
Uganda created trade in sugar products, rice, cement,
primary cells and primary batteries, manganese
dioxide primary batteries, matches, wheat, milk and
plain-weave polyester. Tanzania, similar to Uganda,
experienced trade creation in a number of products
including sugar, milk and milk products, worn clothing,
wheat, rice, cigarettes containing tobacco, maize,
cement, plain-weave polyester, matches, and plain-
weave cotton, among others. Finally, Kenya created

trade in the following products: sugar, milk and milk
products, rice, cigarettes containing tobacco, bed linen,
maize, cement, plain-weave polyester and plain-
weave cotton, and corks and crowns of base metal.
The details are given in Tables C4, D4, E4, F4 and G4
of the Appendix.

444 Trade diversion effects

The results suggest that there was insignificant and
negligible trade diverted (Table 2). This partly explains
the high welfare effect, given that diversion would
have shifted consumers from low-cost producers
outside the region to high-cost producers within the
region. The only country that registered some trade
diversion was Uganda, to a tune of US $50 million, and
this was in 2006 and only on the following products:
manganese dioxide primary cells and batteries, raw
sugar, primary cells, primary batteries and matches.
The remaining years did not register trade diversion.
Significant trade would have been diverted to the EAC
region if a large proportion of the sensitive list products
had experienced a shift in sourcing from the rest of the
world to the EAC region. The results further suggest
that the region has yet to significantly invest in its
supply of commodities that are on the sensitive list.

Figure 6: Trade creation impact of the implementation of the EAC sensitive products list (US $'000s)

100%

80%
60%
40%
20% .

0% —
-20%
2006 2007 2008 2009 2010 2011 2012 2013  Total
HEAC 116,287 210,142 241,076 389,314 492,921 315,092 490,476 400,485 2,655,79
® Burundi 216 22,055 697 0 -8,918 -2,856 3,081
® Rwanda 2,413 17,667 89,040 1,741 33,106 28,950 168,090
Uganda 25,092 49,921 62,505 78,756 133,472 133,472 262,857 220,453 966,528
M Tanzania 36,397 45,966 83,957 118,898 170,211 118,267 0 142,473 866,428
mKenya 54,798 114,255 97,243 151,939 99,502 69,293 53,171 11,465 651,668

Data source: World Bank SMART WITS
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Table 2: Trade diversion impact of the implementation of the EAC sensitive products list (US $'000s)

2006 2007 2008 | 2009 2010 | 2011| 2012 2013 Total
Kenya 0 0 0 0 0 0 0 0 0
Tanzania -0.01 -0.01 -0.01| -0.01 -0.01| -0.01| 0.01 0.01 -0.05
Uganda 50,438 0 0 0 0 0 0 0 50,438
Rwanda 0 0 0 0 0 0 0
Burundi 0 0 0 0 0 0 0
EAC 50,438 -0.01 -0.01| -0.01 -0.01| -0.01| 0.01 0.01 50,438

Data source: World Bank SMART WITS

capacity and productivity. In this case, effective

V. CONCLUSION AND POLICY

IMPLICATIONS

This paper aims to establish whether the protection
given to the list of sensitive products since 2005 has
increased the regional capacity of the EAC to produce,
reduced the importation of the same products from
the rest of the world, increased intra-EAC trade, and
improved welfare. By protecting sensitive products,
the region wanted to generate effective protection
for domestic industries and to increase the supply
capacity for production of most of the products locally.

The results suggest that there is significant intra-EAC
export trade, demonstrated by increases occurring after
2005. Partner state performance of intra-EAC export
trade is not uniform across the states, with Kenya
dominating the rest, followed by Uganda and Tanzania
and extremely poor performance from Rwanda and
Burundi. The negative trade balance of sensitive
products demonstrates the production deficiencies
within the EAC region. This finding implies that the
demand for sensitive products exceeds the intra-EAC
regional supply capacity, creating a deficit that is met
by imports from the rest of the world. Implicitly, the
results suggest that, notwithstanding the growth in
intra-EAC exports of the sensitive list products, there
is still a deficiency in the regional capacity to produce
within the bloc. This is a manifestation of the deficient
production and supply capacities within the region.

Itis arguable that although the EAC Partner States took
the first step of generating a sensitive list, they did not
adequately put in place the necessary conditions to
build sufficient capacity to produce the same products
regionally. The EAC Partner States need to address
supply-side constraints and to put in place appropriate
mechanisms and strategies to expand production

16 I ECONOMIC POLICY RESEARCH CENTRE - EPRC

protection was not adequately achieved by the high
tariffs imposed on the list of sensitive products.

The fact that the total welfare effect for all the EAC
Partner States is high and significant is a positive
development. The welfare gains are, however,
disproportionately distributed, with Kenya being the
main beneficiary (85 %), followed by Uganda (7.7
%), Tanzania (6.3%), Rwanda (1%) and Burundi (0.1
%). Notwithstanding the positive welfare effect, EAC
citizens pay more for the same products imported
from the rest of the world, which has negative welfare
implications. These implications occur because
imported products attract high tariffs and artificially
increase the local price of the products. In this case,
the high CET rate on essential consumer products
and inputs such as cement, clinkers, hard wheat
and sugar for industrial use has affected consumer
welfare and increased the cost of manufacturing since
local capacities for expansion are still inadequate.
We conclude that, although the welfare effects are
positive, it is mainly Kenya that benefits, mostly in the
raw sugar sector.

Although it was envisaged that Partner States would
increase the revenue generated from the sensitive list
of products given the higher tariff rates, the results
suggest that the change is largely negative. This may
arise from the growth in local sourcing and supply of
the sensitive products, reducing imports from the rest
of the world. As the EAC countries partly turn to regional
suppliers after applying the high sensitive list CET,
foreign suppliers reduce the amount supplied, leading
to a reduction in the customs revenue generated in the
region. Priorto 2013, the entire EAC region experienced
revenue losses amounting to US $349 million, mostly
accounted for by Uganda and Tanzania. The positive
Kenyan revenue gains in 2013 of US $1.78 billion
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demonstrate the disproportionate nature of the gains
and illustrate that overall the revenue gains do not
favour the region as a whole.

The EAC region made significant trade creation gains
collectively to a tune of US $2.7 billion compared to
trade diversion to a tune of US $50 million. The results
vindicate the arguments for the generation of the
sensitive list of products given that it has contributed
to creating trade within the EAC region. The results
further identify the sectors in which trade has been
generated that can be used for strategic investments
within each partner state. The fact that trade creation
is significantly larger than the negligible trade diversion
strengthens the argument for the establishment of
the sensitive list of products. Finally, concerns have
been raised regarding the structure of the tariff lines
of the sensitive products. There are arguments and
counterarguments regarding whether some products
should be treated as sensitive. In view of this and the
other findings, we recommend that the EAC should:

1. Review the EAC CET sensitive products list
considering the negative effects that including
certain products on the list is likely to have
on manufacturing and consumption welfare
in the EAC region. To that effect, since the
region may not meet the growing demand
for wheat, this product should be zero rated.
Additionally, since raw sugar is a major input in
food processing, its rate should be significantly
lowered. The region is grappling with physical
infrastructure development, which significantly
uses cement. This product should be zero rated
to lower the cost of infrastructure development.
Other products need revisions as well.

2. Design and formulate strategies and plans to
support the development of regional supply
capacities to enhance the production of
products in the sensitive list. These strategies
should increase competitiveness and lower
the cost of conducting business. For example,
no amount of protection will increase the
competitiveness of the sugar industry unless
the yields per acre of cane sugar significantly
increase from the current yield. This will entail
technologies that increase the productivity of
the cane sugar.

3.

Develop a rational framework that is empirically
based to determine which commodities should
be included or excluded from the sensitive list
of products. This framework should be time-
bound to avoid perpetual protection that does
not favour consumers.

Ensure that sectors/products that are
performing well, such as the milk and rice
sector, are both protected in the short term and
assisted to further improve their performance
in the long term.

Augment the CET by including additional
measures aimed at expanding production
capacity, productivity, and elimination of
supply constraints, such as high energy costs,
inefficient infrastructure and communication,
and policy, legal, and institutional constraints
in the EAC.

ECONOMIC POLICY RESEARCH CENTRE - EPRC I 17
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