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ABSTRACT

The classical economists gave some serious thaaghe benefits of trade, although
economics of Regional Integration was still a fatidea for them. Modern economic
analysis has laid considerable emphasis not onlythen complex problems of
international trade, but also on maximization aid& benefits through regional
integration resulting from regional trade agreermehtowever, the literature on this
subject has produced very mixed results as fareaeflis to member states are
concerned. Winners and losers appear to be in efueadgth. This study focuses on
Kenya's exports of agrifood products in the evehtEAC-RTA using a gravity

model, the results show that the formation of tRe&CHRTA has enhanced increased
Kenya’'s exports to the region and especially faifagd products. The study also
points to chances for higher such trade followingdernization of Mombasa and

Lamu ports in the near future.
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CHAPTER ONE
INTRODUCTION

1.1 Background

Regional integration is considered a major polay that countries can use to ensure
industrialization, economic growth and attain hretecial welfare for its citizens.
This belief has led to a rapid spread of Regionad& Agreements in the world
trading system in recent years. Indeed, accordmgMorld Trade Organization
(WTO), there are over 350 RTAs in force, some fuperational while others are
under ongoing negotiations and over 200 notificatifrom RTAs have been received
by World Trade Organization (WTO, 2013).

Since 1990s, many countries in Africa have madaifsignt efforts in opening up
their economies to external competition througldréiberalization.Regional Trade
Agreements is used to achieve this objective. Ttwatiment is now home of 30
Regional Trade Agreements (RTAs) (WTO, 2013).Tradangements are envisioned
to nurture trade and investment relation amongshibe countries by elimination of
tariffs and other obstructions to intra-regionaade flows. The success of these
arrangements in fostering inter-regional tradeldeen diverse with Southern African
Development Community (SADC), Economic Community West African States
(ECOWAS), Common Market for Eastern and SoutherricAf(COMESA), Cross

Boarder initiative and UEMOA being more successful.

Economic integration in the form of RTAs liberakziade by altering the prices from
the member states as tariffs are phased out relativmports from the rest of the
world leading to change the demand patterns raegutt adjustments in trade flows
and output flows. Welfare effect of RTAs will dekan its effect on trade, that is,
whether it will create trade or divert trade betwdlee member states (Viner, 1950).
Therefore, membership to an RTA can have both neganhd positive effects on the
economy, and it is the net impact that will deterenihe overall effect. However, it is
inconclusive welfare effects of RTAs, (Jayasingma &arker, 2007) to both the
member countries and the world at large. Bhagwt8P8) and Panagaria (2000),
show that there exist two sets of views on RTAse @mesis is that regional trade

agreements have welfare reducing effects and adamg‘'stumbling blocks” to
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multilateral free trade, whereas another view sugpR@TAs as welfare improving to
its members and the world at large and act as #dibg block” to multilateral free
trade (Summer, 1991 and Either, 1998).

The result of RTAs on trade determines the extenvhich broader political and
social objectives are achieved. It is difficultientify an agreement that has fostered
wider political objectives without achieving econenmtegration. It is clear that the
political context and broad economic environmenwinch integration takes place are

crucial for determining the trade impact.

The simplest measure of integration is a trenchenghare of imports from regional
partners in the total imports in the region. Susfidsagreements might be expected to
increase trade between partners relative to thosatdes’ trade with the rest of the

world. But three important caveats need to be stded.

First, successful regional integration is typicallycompanied by reductions in tariffs
for all partners. Hence, regional trade shares nayise even though the volume of
regional trade is increasing. Secondly, regiorediéragreements that provide for the
removal or reduction in trade costs other than éhassociated with formal trade
policies (such as imports customs procedures), stiayulate trade from all sources.
Lastly, many agreements cover nontrade issues ascimvestment, services, and

labor, and these can have important consequencgsoieth and incomes.

Trade performance in several regional trade agretrghows that the increase in
intra-regional trade shares of agreements signetieén1990s has been substantial.
The share of intra-NAFTA (North American Free Tralreement) trade rose from
less than 35% in the late 1980’s to almost 50%9891 Over the same period, the
importance of trade between MERCOSUR members ddubden 10% to 20%. Most
of the agreements signed in1990’s, intra-regioraald shares were growing strongly
before the agreements were signed (NAFTA, MERCOSBRPTA, and SADC).
There may have been some anticipation effect iny&a or two before signing, but
this does not explain trade increases in sharesmemuing five or more years
previous, as in the case of MERCOSUR. In many ctsgsncrease in regional trade
reflects the impact of unilateral, multilateral, \&ell as regional trade liberalization

and the fact that agreements often follow growiagée relationships.
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In Africa, the picture is mixed. The extent of regal integration among Common
Market for Eastern and Southern Africa (COMESA) nens has been quite stagnant
in the past two decades. Contrary, the share gh-mea trade has increased
significantly for Economic Community of West AfriceStates (ECOWAS) since the
early 1980s and SADC since the late 1980s. In thst RAsia, a region that has
experienced economic progress over the past 2@ yis@re has been little increase in

intra-regional trade shares.

Given these disparate results, it is necessaryotdayond simple trade shares to
identify the economic impact of regional trade agnents. Because the decline in the
share of extra-regional trade in total trade wdldf less importance if the total value

of trade is increasing.

When assessing the effectiveness of RTA, it isoirigmt to note that the allocative
gains of economic integration depend on whetherpitoelucts being produced by
members of RTA are in direct competition with, omplementary, to each other. For
there to be efficiency gains in an RTA, there nhsta considerable overlap in the

range of commaodities that the members are producing

Despite the poor performance of some regional ratemn schemes in Africa, efforts
have been made to revive the East African Commui#C) in order to promote
trade between the member countries. To facilitats, the area formed a custom
union in 2005 as an entry point to the RTA. Subsetly, trade performance in East
African Community grew from $1.81 billion in 2004 $3.54 billion by the end of
2009, an increase of 96% (EAC, 2007). This growal heen attributed to, among
other factors, the establishment of a customs unktowever, intra —EAC trade
remains low and currently stands at 13% of thel totale volume. This compares
poorly with other regional trade arrangements aglEuropean Union and the North
American Free Trade Arrangement (NAFTA), whererimegional trade accounts for
60% and 46% of the total trade portfolios respetyiv (World Bank, 2012).
Agricultural commodities and manufactured produfcism the bulk of intra-EAC
trade; food, live animals, beverages, tobacco ediils and inedible crude materials
dominate its trade. Kenya’s exports to the reghmwever, are more diversified and

include chemicals, fuels and lubricants, machinangl transportation equipments.



Before passing on the issue of agrifood productbrief historical mention of the
EAC is in order.

1.2 History of the East African community (EAC)

Kenya, Uganda and Tanzania have enjoyed a lon@ge@fi economic integration.

The cooperation between Kenya, Uganda and Tanzaties back to 1900s and
multiple regional arrangements such as customsumdween Kenya and Uganda in
1917 (Tanzania joined later in 1917) formed thasakthe establishment of the EAC
in 1967. However, owing to social, economic andoidgical conflicts, the trading

union was dissolved in 1997.Kenya being the biggest most prosperous nation in
the EAC was set to reap a disproportionate shar&eofkefits from the regional

integration. Tanzania and Uganda had relativelyllset@mnomies and feared that the
Kenyan equivalent would outcompete their manufaguand agricultural sectors.

During the 1967-77, the member states’ economigg weedominantly agriculture-

based which made the potential gains from regidrade integration somewhat

uncertain.

In 1984, member states signed a mediation agreefoethe division of assets and
liabilities, the seed for future cooperation, thuss sewn. Eventually, it resulted in
the signing of the Tripartite Commission of Eastiédn co-operation in 1993. In
1997, Tanzania, Kenya and Uganda resolved to eblesit the EAC, so as to reap the
economic development objectives and promote tratl@natheir region. This finally
led to the re-establishment of EAC in 2001 andusicdn of Rwanda and Burundi as
member states. Under the EAC treaty as implemeaotgcially in 2011, the first
entry point into the community was the establishin@éra custom union, followed by
common market, afterward a monetary union and emdgta political federation of
the East African States. Rwanda and Burundi wefieiafy admitted into EAC in

July 2007. EAC integration and timelines can bemanized in the chart below:



Summary of the EAC Integration Schemes and Timelinge

MONETARY
UNION
(2005-2010)

POLITICAL
FEDERATION
(2005-2010)

COMMON
MARKET
(JULY 2010)

CUSTOMS
UNION
(2005-2010)

Source: Mugisa et al.,(2009)

1.3 Objectives of the East African Community
The challenges facing the East African Communityevmstrumental in creating

demand for the new EAC. Ndungu (2000) elaboratetherchallenges which include
needs for increased output growth, industrializgticeduction in unemployment,
increment in export trade, decrease in external dothestic indebtedness to
sustainable levels, raising of social and humantaagevelopment and reduction of

poverty.

The EAC Treaty (Article 5.1) emphasizes that thealrgoal of EAC is to broaden
and intensify cooperation among partner statelitigal, social and cultural fields,
research and technology, security and legal affairshe mutual benefits. The vision
is to create wealth in the region and enhance cttivemess through increased
production, trade and investment. Increasing inthlation is deemed to address the
challenges faced by East African Countries, pdrigause of pressure from economic
globalization and relatively successful regionalegration schemes such as the
Southern African Development Community (SADC) ahé Common Market for
Eastern and Southern Africa (COMESA).

The new EAC reaches beyond the earlier attemmgadmal integration by aiming at
even closer integration, first by establishing &tom union, which is expected to
facilitate higher trade and investment flows betwemember states and through
increased competition to improve the efficiency amanpetitiveness of the export
sectors in the individual countries. The East Afri€Custom Union (EACU)

commenced operations in 2005 following the sigrahthe protocol establishing it in



2004. In order to address former trade imbalatizasresulted in the collapse of the
old EAC, countries resolved to apply the principfeasymmetry in the elimination of

internal tariff, whereas the goods from Uganda @adzania were to enter Kenya
duty —free, whereas the two countries were to impadariff at reducing rate on

selected imports from Kenya for five years. Thet@rol establishing the East African
Common Market was signed in 2009 and came intoefaa July 1, 2010. The

establishment of the customs union and the commankehhas continued to pave the
way to free movement of goods and services andulalv@hin the region. This has

led to significant growth in intra-regional tradéin the region as shown in the table
1.1 below.

In most cases, the analysis of RTAs concentratesvioether increases in intra-
regional trade following the signing of an RTA aesociated with falling imports
from the rest of the world relative to the scenavieen the RTA was not signed. It is
equally important to ask how regional trade agregmean be used as part of a broad
approach to openness and especially whether threproaide a springboard to global

markets for local exporters.

1.4. Intra-EAC Trade Performance
East African Community is a vibrant community whichs exhibited a lot of intra —

EAC trade within itself. According to the Regioratonomic Outlook (2012), East
African Community is one of the fastest growing m@mmic communities in the world.
It grew faster in the last decade except for ASEAMhich grew at 6.1 %.The
EACgrew at 5.8% per year between2001-2009, and tvefast decade, each EAC
country more than doubled its own GDP. The regisn gecorded significantly high
population growth; has it grew from approximatelOmnillion people in 2002, to 138
million people in 2010.Despite the noted growththe EAC community in the last
decade, growth was unevenly distributed. Tanzavgmnda and Rwanda grew at an
average of over 7% per year between 2002 and 2€df@pared to Kenya and
Burundi which grew at 3% and 4% respectively. Keisythe largest economy with a
GDP of approximately US$ 32 billion in 2010.

EAC partner states now export more within the E&Gion that to any other region.

According to World Bank (2012), total goods andvems exports from EAC partner



states more than tripled in the last decade fror® BSillion in 2002 to US$19.5
billion in 2010. The share of total EAC exportsdied within the region increased
from US$1.8billion in 2008, to US$ 2.2 billion if®20; this surpassed Europe as one
of the region’s main trading block.

The trend in EAC exports is reflected in the comqmird annual growth rates, where
intra-EAC exports exceed those of the EAC expartthe rest of the world. Kenya,
Tanzania and Uganda (the founders of the EAC) leartain sources of such intra-

regional export growth.

Table 1.1 below shows total intra-EAC trade, betwPartner States within the EAC
region. From the above figures, it is evident thatra-EAC regional trade
performance is growing compared to extra-region&CHrade. Except for Burundi
and Rwanda, all the other Partner States are showiprovement. The intra- EAC
trade has been growing in volume and value, but miotghe partner states still have
more potential for growth provided there is an egpan of the manufacturing sector

through adoption of value added policies.

1.4.1 Total Intra-EAC Trade, 2005-2010 (US$ millioh

Table 1.1 Total Intra-EAC Trade, 2005-2010 (US$ miilon)

TOTAL EAC TRADE

COUNTRY/YEAR | 2005 2006 2007 2008 2009 2010
Uganda 696.2 583.2| 805.9 948.0 945.7 1,005.1
Tanzania 289.4 292.1 279.7 520.3 574.3 735.2
Kenya 1,0359| 8199| 11,1441 11,3954 1,331.9 1(b34
Rwanda 134.0 176.4| 247.1 440.4 456.6  ......
Burundi 63.1 66.4 84.8 90.7

Source; EAC Facts and Figures, 2013



EAC goods exports are mainly simple manufactureddgp which include but not
limited to food products- beverages, and tobacement and oil products, with
limited variation in the basket of top traded gooashin the region remaining
broadly the same. Kenyan exports to the EAC hawsisted mostly of manufactured
goods, chemicals and machinery. The value of tpethoee products exports from
Kenya to Tanzania and Uganda doubled during theg&000-2010, from US$ 9.7
million to US$17.5 million and US$ 3.1 million toS$7.3 million respectively. These

consisted of oil products, plastics, constructicatenals and soaps.

1.4.2 Kenya'’s Trade with the EAC

Trade between the EAC members has grown over thedezade. The table below
shows Kenya's trade with the East Africa Commurigtween the year 2000 and
2011.

Table 1.2: Kenya's trade with the EAC region (Million USD)

Partner Flow | 2000 | 2001 | 2002 2003 2004 2005 2006 72002008 | 2009 2010 2011

Uganda | Export| 307.5| 382.2 405.5 403|3 468.1 564.9 385.78.%4P 611.2| 596.4 657.6 855|2

Import | 6.6 8.7 8.6 13.6| 12.8 185 139 888 755 .157 116.4| 116.2

Tanzania | Export | 141.1| 172.0 184.1 1918 226.3 264.1 253.61.8B 422.4| 388.3 419.2 470

Import | 11.9 | 7.4 10.4| 18.0) 254 410 6265 9912 1051@0.8| 133.1] 176.4

Rwanda | Export | - 448 | 548 | 79.2| 782 963 66.1 86 12p.4 123.03.018 152.6
Import | - 0.0 0.1 0.1 0.2 15 2.9 1.3 0.4 3.1 5.4 4.8

Burundi Export | - 235 | 228| 36.2| 275 34. 354 294 303 .359 68.9 | 66.5
Import | - 0.9 0.0 0.0 0.4 0.4 12 2.2 15 1.2 1.8 5.3




The table above shows significant regional tradev$l Kenya’s exports to the EAC
region are increasing significantly. Although Ketsyaxport performance to the EAC
region has improved over the last decade, its itspalso have grown much faster.
Kenya's service sector has experienced recent rawd there is room for further
expansion. Kenya’s falling EAC exports have bearkdd to economic factors.
Business Daily newspaper dated 24th August, 20%L8hliphts that Kenya’'s
companies have extended their search for expoytsndeEast Africa seeking to avoid
trade disputes and general economic slowdown taaé¢ lbeen taking toll on their
operations in the regional market. Kenya's exptotthe EAC member states shrank
by 1.8 percent to Sh. 134.9 billion in 2012 from1R7.2billion in 2011. (Economic
survey, 2013).0ne of the reasons being attribuiebis decline in Kenya'’s trade with
the EAC is the slow- down in the region’s economriowth. Nevertheless, Kenya is
at an excellent position to benefit from regior@kgration. Since agrifood products

are the focus of attention, an analysis of agnicalis relevant here.

1.5 Treatment of Agriculture in the EAC Common Protcol (Article 105-110)
Article 105-110 of the Treaty establishing the Eél@apter 18 outlines the key area of
cooperation of Agriculture and Food Security. Thestmprominent objective of
agricultural cooperation in EAC is the realizatioh food security and coherent
agricultural production. The following policies veeadopted in order to rationalize
agricultural production with a view to promoting replementarities and
specialization, as well as sustainability of nadilomgricultural programs such as,
common agricultural policy, food sufficiency withthe community, increase in the
production of crops, livestock, fisheries and forgsroducts for domestic

consumption, exports within and outside the comiyuni

Agricultural products from developing countries elgr penetrate the international
market in the developed countries due to protei@irategies such as subsidization
of local production in developed countries, highnstard requirements and tariffs
among others, notwithstanding the fact that theontg of the players in the
agricultural sector are small and medium scale éasnThese factors have quickened
the move by developing countries to form their a@gional agreements to improve
trade amongst themselves and to give them a Hediggaining position in terms of

trade in the world market. Given their comparati@advantage in agricultural



production, expanding trade in processed agri-f@ydengst themselves would be an

ideal starting point.

More intra-EAC trade in agriculture would contributo food security within the
region. Food security of each member of the EA@seimainly on their domestic
food production; it also relies on trade flow beénehe countries of the community.
Statistics indicates that a significant part of E&C population is currently suffering
from poverty and food insecurity EAC (2010). Acdogl to FAO, 37% of the
populations in the EAC countries (about 52 milliparsons) are under-nourished
during 2010-2012 periods. This is an increase wiillon persons compared to what
was during 2004-2006 period. Undernourishment is tilua wide set of factors, in
particular, the level of income, but empirical sasd(FAO, 2010) show that an intra-
regional trade in agricultural and food products balp solve local or national food
shortages by importing products from surplus nedgimg countries and making
them available in the deficit areas. In additiongls flow can help reduce imports
from other countries outside the region and headege the vulnerability of external

shocks to the member countries.

Intra-regional Agricultural commodity flows in the EAC Region

Major Food commodities traded in the EAC

Maize

It is the main cereal consumed in the region. hstibutes the central pillar of the
regional food security.Although the region produdbes vast majority of maize
consumed by the population, there is a structuediicid since the region imports
maize yearly.Smallholder farmers in Tanzania predmaize. Regular debt market in
Kenya provides the centre of gravity of the Easticeh market, drawing in surplus
maize from Kenya’'s central highlands, eastern Ugaadd Northern Tanzania.
Smaller quantities are also imported from UgandaRteanda and from Eastern

Tanzania areas to Burundi.

Sugar
The region imports much of the sugar consumed éytpulation despite the fact the
EAC produces sugarcane. Kenya is the main prodanate community followed by

Uganda and Tanzania.
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In recent years, there has been an acute shorteaygar that is believed to be caused
by unscrupulous traders in the region hoardinghan commodity so as to create an

artificial shortage to take advantage of more pifodm the high prices.

In Kenya for instance, high prices of sugar complmehthe crisis, as traders from
across the region smuggle the sugar to cash ihetutrative market. The price more
than doubled during the last quarter of 2011, ag¢ist of the region also faced sugar

shortages.

Rice
Rice comes second in the EAC region after maizeismded as both food and cash

crop. Rice is produced in all the five countrieshwiarying proportions.

The main challenge that countries in the regionfaceng in rice productions is low
productivity. Tanzania’s rice productivity, for #tasce, is lower than most
neighboring countries and one of the lowest inwleld. Thus, Tanzania and other
EAC countries hardly meet their own rice demand, éimerefore, import a significant

amount of rice mostly from South —East Asia.

Dairy products

FAO data indicate that, EAC countries produced adosix billion liters of fresh cow
milk in 2007 roughly equal to one quarter of theatdor all Africa. Market oriented
dairying is a major economic activity in East Afiaoted for extensive smallholder
farmer involvement. In diverse settings throughitwt region, dairy has been shown
to provide small farmers a customary cash incoraertay be better than many other

types of on and off-farm enterprise.

Other benefits of dairy productions include growihkages to input service
producers, milk traders, and dairy processors; ah#ity to supply nutrition and
affordable food to the local population; and oppnoities for long term expansion into

growing domestic and regional export markets.
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1.6 Statement of the problem

One of the main fundamental objectives of the EAQoi enhance trade and hence,
economic growth and development among partnersst&enya is one of the EAC
members whose main export destination is the EA@iore Kenya's exports
compared with EAC member states have seem to reese growing at a sluggish rate
in the past five years; though the volumes remag.kVith the realization of the
Customs Union in 2005, it is expected that Kenyallddake over regional trade by
expanding its exports to the EAC market, givertamsparative advantage particularly

in the manufacturing sector. This, however, haseen the case.

Kenya's contribution to the total EAC exports deelil from 78.3% in 2005 to 57.2 %
in 2010, although its total intra —EAC trade in@@eé from 7.5 % in 2005 to 16.7% in
2010 on the back of increased imports. Comparativéanzania and Uganda’s
contribution to total intra-EAC trade improved dantly from 6.6% and 4.2 % in
2005 to 20.67% and 19.2 % respectively in 2010ntakp the share that Kenya lost.

Further, the composition of exports is skewed tw lealue commodities with
manufactured products stagnant at about 10% oéxpert share since 1980, despite
Kenya having a relatively better industrial basenfeaed by an earlier import
substitution policy. Agricultural production in tleeuntry is rural-based which suffers
high incidence of poverty and unemployment. Howedespite this, the sector still
suffers limited value addition and low processifigerefore if the country has to
realize middle income status by the year 2030, thereased processing and export
of agri-foods should be enhanced. This raises @eronon Kenya's export trend to
the EAC and hence necessitates the need to lookheteffect of the RTA-EAC on

Kenya's exports of agri-foods to the region.

1.7 Research Questions
The study proposes to provide answers to the fatigwuestions
i)What is the impact of regional trade agreemenAFERC on Kenya's exports?
ilWhat is the effect of RTA-EAC on Kenya's exports selected processed
agricultural food products to the region?

iii)\What are the policy implications of findingsoim i and ii?
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1.8 Objective of the study
The broad objective of the study is to assess riijgact of EAC- Regional Trade

Agreement on Kenya's trade

Specific objectives
i)To find out the effect of Regional Trade AgreemdTA-EAC on Kenya's
exports
i)To estimate the impact of RTA-EAC on Kenya’s exis of processed agrifood
products to the region

iiiTo draw policy implications from the findings

1.9 Significance of the Study

Agriculture employs a high percentage of the latooce, whilst food consumption
accounts for a better share of household income. @rthe major challenges of the
EAC countries is to improve food security of thpopulation, which implies, inter
alia, to increase the availability of food produatsd also the nutritional balance of
food supply. Increasing the production can helpolkee food deficits only if
agricultural and food products can be transfermednfsurplus areas to areas with
deficits; relatively quickly and at a reasonablstc®therwise, either the price for the
consumers may become excessively high or the paakto the producer excessively
low. More important, transaction costs may becoméigh to the extent that locally

produced products cannot compete with importedypstsd

Large portion of Kenya’s exports to the EAC regemmsists of agricultural exports.
Thus, the knowledge of the effect of Regional Tréadgeements-EAC on trade in
agrifood products is critical in designing policeasd strategies that will help improve

trade and hence maximize the returns to the players

In Kenya, 80% of the population depends in agngelt With up to half of the
country’s population living below the poverty linpolicies and strategies that will
streamline the agricultural sector and trade astralgle. This study desires to fill the
gap as on the effect of EAC trade agreements ony&enagricultural food
commodities exports to EAC region. Little studieskienya have disaggregated the

impact of regional trade agreements on trade ircalgural food products especially
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in the newly resurrected East African CommunityisiWoid motivates this study that
aims at investigating the impact of RTA (EAC) oretmajor agricultural food

products (processed) that are considered impdriahe region’s food security.

1.10 Scope and organization of the study

The study is structured in the following style: @tex one discusses the background
of the study, problem statement, the research igmssand objectives, significance of
the study, the scope and organization of the stGtgpter two reviews literature and
chapter three presents the methodology. The stillyse data for the period
between 2000 and 2012 for three EAC states.

1.11 Limitation of the study

East African community consists of five countridsgenya, Tanzania, Uganda,
Rwanda and Burundi. The first three countries agarded as the founders of the
East African Community. Thus, study focuses on Kesyexports of a few
agricultural products that include; maize flour,eah flour, dairy products and meat

due to scarcity of data.
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CHAPTER TWO
LITERATURE REVIEW

2.1 Introduction

This chapter outlines the reviewed literature. dast2.2 and 2.3 present theoretical
literature and empirical literature respectiveljneTempirical evidence presented in
this study focuses on the diverse studies that bae& done and are chronologically
organized, in the world in general, in sub-Sahakéica and finally in East Africa.
Since the study employs gravity model, much ofrreearch reviewed lean towards
the GDP, distance, population, in addition to tradsation and trade diversion. The

overview of literature is presented in section 2.4

2.2 Theoretical literature review

Regionalism boosts trade by allowing the economypecialize and benefit from
comparative advantage. This study seeks to studyiripact of EAC-RTA on
Kenya’'s exports by evaluating whether the agreerhastfostered trade specifically

in agricultural food products

Theory of Regional Integration

According to Ngeno et al., 2003, the theory of oegil integration draws heavily from

the standard theory of trade which states thatthede is superior to all other trade
regimes. From this basic principle, it is assunteat tntegration among two or more
countries will improve the welfare of the membeurtries provided the arrangement
leads to trade creation, minimal trade diversiamd ar trade creation that exceeds
trade diversion. The term integration covers a widdety of schemes that can be
classified into five levels based on the degremtefgration.

These are;

Preferential Trade Area (PTA): In this form of regional integration tariffs drade
among members countries are lessened relativeose thn trade with non member

countries

Free Trade Area (FTA): This is where member countries remove tariffs anotas
on trade between members in goods originating withe FTA, but retains control

over their own restrictions on trade with non-membeThe tariffs and other
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restrictions pertaining to external trade will difffrom one country to another. For
this reason, FTA normally applies rules of originimplement the preferential trade

arrangement.

Customs Union Members not only abolish restrictions on intertrable like in an
FTA but they also oblige impose a Common Exterraifff (CET) on trade with non
member countries. Rules of origin are no longeuiregl, which is a major advantage

because of implementation of rules of origin isyvesstly administratively.

Common market A customs union which, in addition to its usubhracteristics, has
free movement of factors of production.Common retsbns apply to movements of

factors with non-member countries.

Economic unior This goes further than a common market in thajomeconomic
policies, for example,fiscal,monetary, and indas$tpolicies are coordinated and a

monetary union may be introduced.

The increasing number of RTAs among countries dtaraed by overlapping
memberships, a tendency known as the “spaghetti’b@as raised much concern on
the outcome of the stalled multilateral processegivthe growing regionalism.
Empirical questions on whether RTAs encourage drowhd investment, aid
technology transfer, shift comparative advantageatds high activities, induce
political stability or divert trade in inefficiemhannels and undermine the multilateral
trading system have been raised Yeats (1997). ideof trade try to explain the

source and possible scenarios that underpin thiggmation.

2.2.1 Mercantilist Theory of Trade

Mercantilism theory of trade was developed by ML&64). The theory was based on
an economic philosophy that advocated for countt@sexport more than they
imported in order to become more rich and powerfille wealth of a nation was
viewed as the amount of precious metals, mainlyg,gbat a country was able to
accumulate through exports. When a country impoiteslas viewed as giving away
gold and regarded as less beneficial. The moregtimds a country exported to

foreigners the more it was assumed to amass (fwdould be used to build greater
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armies and navies and thus expand its global inlee Moreover, encouraging
exports and restricting imports, governments waostichulate national output and
employment Samuelson (1964). Mercantilism, theeefatid not give room for

regional trade agreements. The theory fails toarpghe nature and the type of trade
that is observed on the EAC region i.e., intra-Btdutrade since it pays no attention
to the trade commodity composition, or the tradetrgst composition, but rather

concentrates wholly on exportation to accumulatelihe

2.2.2 The Classical Theories of Trade

The collapse and inefficiency of mercantilism athe@ory explaining trade led to the
rise of the classical theories of scale; the thedgbsolute advantage by Adam Smith
on 1776, and the theory of comparative advantag®dnwid Ricardo in 1817. The
classical theories of trade emphasized the fatthigawealth of a nation reflected the
nation’s productive capacity, which in turn expkdnthe flow of goods across
nations. The assumption was that resources sutdndslabor and capital were less
mobile across the international boundaries, while final products were more
mobile. Smith (1996) argued that trade for the satkaccumulating gold as claimed
by the mercantilist was foolish and only reducesl wealth of a nation as a whole. In
the process of avoiding imports at all costs, antbyuwvasted its resources producing
goods it did not have an advantage in their pradoct

Ricardo (1817) stated that the most important bafsisade between countries was the
comparative advantage rather than the absolutentaty@ Ricardo illustrated how
two trading countries could gain from trade eveoné of the country had an absolute
advantage in production of both commodities. Acewgdo comparative advantage
theory, what matters is the opportunity cost or tharginal cost of producing a
commodity across the trading partners, rather tharabsolute cost. Same as in the
case of absolute advantage, the differences in amtipe advantage over
commodities are due to differences in natural aoquied resource endowment
across countries. This makes it hard for the atatsheories of trade to explain the
kind of trade under the study. Krugman and Obst{é@P1) faulted the Ricardian
model of trade by highlighting that it did not rgedze the role of economies of scale
as a factor causing trade, hence the model fadedxplain large flows of trade

between nations with similar economic structurett@rmore, although the Ricardian

17



model explains the source of comparative advantelgegh motivates countries to
trade; it supposes that labour is the only factoproduction which is not true. It
assumes perfect competition and yet imperfectioistgxand many countries are
small and are price takers. Furthermore, the assomghat transport costs do not

exist is unrealistic.

2.2.3 The Neoclassical Theories of Trade

The attempt to give better explanations of inteamat trade and its effect on income
distribution within a country has led to creatioh reeoclassical models of trade
(Samuelson, 1948). This was initiated by Hecks¢h®®1) and Ohlin (1933) which
led to the Heckscher Ohlin (H-O) theory of tradatthave an account of trade based

on factor endowments of nations and factor intgreficommodities.

The other related neoclassical theories of tradesldped from the H-O theorem
include the Stolper Samuelson theory of trade lyp8t and Samuelson (1941), the
factor-price equalization theory of trade by Sarsoel(1948) and the Rybczynski
theorem developed by Rybcynski (1995). All of thaseextension of the H-O theory
explain trade on the basis of factor endowmentsfacitr intensity which also failed
to explain the exchange in differentiated produmtsproducts with similar factor
intensity between countries with relatively simifactor endowments as in the case of
agricultural trade within the East African commuynitancaster (1980) stated that the
volume of trade within the same industry was ogdascale and was an undeniable
fact of trade between modern industrial economied was not a prediction of
traditional trade theories (both classical and fessical theories). While Helpman
and Krugman (1985) stated that trade patterns stémaclude substantial two —way
trade in goods of similar factor intensity, theyded that the intra- industry trade
seemed both pointless and hard to explain fromptiiat of view of conventional

trade analysis.

2.2.4 Viner's Model of Trade creation and Trade diversionEffects

Tradecreation and trade diversion effect of a gustmion was first brought into
attention by Viner (1950). Viner pointed that ragab trade agreements could be
beneficial or harmful to the participating counsriégepending on whether these trade

arrangements generate both trade creation and thadesion. Accordingly “trade
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diversion refers to switch in trade from less exgpem (more efficient foreign
producer) to less efficient producers within theding block while trade creation is
switch in trade from more expensive to less expengiroducers in the trade

arrangement.”

To demonstrate this fact, Viner assumed a clagse of three trading countries that

is A,B and C which compete to supply similar goeascountry A. Assume further
that the price of goods in country C is relativédgs i.e.,P. <PF;. Under equal
external tariff of state A towards the good impdrfeom B and C, the price of goods
from the states after they cross the border to twguh are ;P (1+y) and P,(1+ )

respectively, that is maintaining a competitive aattage of country C.

Assume a custom Union between country A and couitiifhere will be elimination
of barriers specifically tariff barriers betweereti. Therefore, goods from country B
become less expensive than those from country C B < Pc(l+y). Therefore
country A will choose to trade with country B rathtan with country C. Since

country A now trades with a more expensive produeaving an efficient producer

(country C), this is a case of trade diversion.

Similarly when a custom union is created betweennty A and C, due to
termination of barriers between them, then pricgadds from country C becomes
even less expensive and hence country A choodesd® with C; sincé, <B; (1+ y)

.This is a case of trade creation since countrys Arading with a more efficient

producer of the commodity in question.

Trade creation and trade diversion concept cannadyzed diagrammatically as
follows;Assume two countries, home country A anglogential trade partner country
B. Assume further that country A is small and takeses as fixed, imports goods
from country B as well as produces them before miog of a regional trade

agreement. LeD ,be the demand curve for home country A witigbe the supply

curve. The world market price is fixed & =$100 in country B, while a tariff of
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50% is imposed on goods so that the domestic micenported goods becomes

P, =$150 . For these prices, the domestic supply iQ&t160 whereas the quantity
consumed iQ = 200, therefore imports from country B equé&0-160=40 units.
With regional integration between A and B , the 5@44ff is removed andP,
becomes $1.00 whereas the quantity consumed imgda®) = 250 .On the other
hand, domestic production and supply fall@o=100units. This is known as trade

creation effect of forming a regional trade agreetne

Price
A
SA
$150 P, = P, (1+50%)
a_" b ¢ d P
$100 )
DA
100 160 200 250 Quantity

Source: Adapted from Alpleyard, et al. (2006); de Melo, et al. (1992); Gunning
(2001) and Miller, et al. (2005)

From the figure, removal of tariffs owing to therrfmtion of an RTA between
country A and B, will increase trade by 110 units.,i (250-200) and 160-100)
whereas inefficient domestic production reducedébyunits. The is new consumer
surplus gain of from which is a producer surplussl@and was an area representing
government revenue from the 50% tariff, this gieeset welfare effect by the area
b+d.

Trade diversion on the other hand, can be illustiats follows;
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According to Marksen et al., (1995), trade divemsarises when less costly imports
from outside the regional integration are replawégth high cost imports from
regional integration members. Assuming there acedauntries, A which is the home
country and country B representing the rest of wwld, RoW. Before regional
integration the production cost in the country esgnting the rest of the world is
and the domestic price of the home country islecthg a 50% tariff, and A is only
buying from RoW because of the low price relatiweAls of (that is 1.20 +50% of
1.20).0Owing to the formation of a regional tradesggnent between country A and B,
50% tariff is removed between the two trading pensn However, the tariff still
applies to goods imported from RoW. Therefore, ingpdrom B are at the cost of
lower than even if RoW’s cost of production is Isgfficient. The figure below

illustrates this.

A
SH
Price
$15 I:)H = PROW(1+50)/0)
@ b| c d
$1'20 I:>TP
€
$100 / Prow
D
100 130 140 180 200

Quantity (Units)

With regional integration, there is a loss of gawveent revenue given by the area, a
loss in producer surplus given by area and conssompius gain of. The resulting net
welfare gain is represented by the area. This fiettewill be positive only if is
greater than, but, this cannot be assured.
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Given the ambiguity of effects from regional intagon, there are factors that
influence the likelihood of having a net trade ti@aor trade diversion (Appleyardet
al, 2006; Sodersten (1977). Regional integratidikedy to be beneficial if members
are competitive and complementary; there are laag differentials in the goods
they produce,; if there are high initial tariffs \ween partner states and low tariffs to
the outside world; the more elastic the demand sumply curves, the bigger the
producers and consumers responses; and biggeruthben of trading partners or
traded goods after integration. Taking into accdahase factors and the EAC, the net
effect is ambiguous; EAC economies cannot be dladsas either competitive or
complimentary (MClintyre, 2005), tariff rate was yriligh for Kenya while CET
augmented Ugandan tariffs. However, the number ednber countries moved from
three to five in 2007. In addition, to trade creatiand trade diversion effects of
regional integration, there exist dynamic effectsioll include competitive market,
reduced monopoly, economies of scale, specializatiocreased investment and
increased incomes from factor mobility. Howevers ttudy focuses on analyzing the
static effects of EAC.

This study hinges on the two major theoretical gasknds; the Ricardian model of
comparative advantage and the Viner (1950) modeétaafe creation and diversion
effects. Kenya trades with the EAC countries simpécause of its technological
advantage over the other countries. This allowsydeilo export those commaodities
that she can produce at a lower cost comparedher &AC member countries.
Agrifood processed products are some of these goblde trade diversion and
creation effects, on the other hand, pivot on Vifi&50) theory, namely, has RTA-
EAC created trade for Kenya's exports to the EA@lae or has it diverted trade and

specifically focusing on the agrifood processedipots?

2.3 Empirical literature review

The main driving force behind Regional integrati®® economic growth and
development, poverty eradication and improved welfaf the population, and of
course notwithstanding the political influence. Regl integration has been found to
promote trade as countries open up gradually tonttwdd and reduce or eliminate
both tariffs and non-tariff barriers. On the othamnd, increased trading between a

country and the rest of the world has a positivee@me on economic growth and
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development. Smith (1776) and Thirlwall (2000) mabtkat countries with the fastest
growth in international trade had also experientestest growth in their Gross

Domestic Product.

According to Romer (1990), Krugman (1990) and Wai2€03), integration fosters
growth through different channels including inciagsinnovation, technological
spillovers and elimination of replication in resgaand development (R&D). It has
also been proved empirically that integration letms larger market access, more
stock of technology and knowledge, and therefommtributes to innovation and
economic growth. Such expanded markets and inateggeductivity lead to
increasing returns in the sectors that require taofoR&D Sachs and Warner
(1995).Literature widely concurs that the levelrdérnational trade in an economy is
likely to be one of the sources of its growth. Mamguments have been put across for
the trade —led growth hypothesis. It is believedréfore, that increase in exports
generate increase in GDP, since both foreign amdedoc demands are components
of the GDP as defined in the national income actingnGurgul and Lach 2010).
Additionally exports may also have a significantpeat on GDP growth indirectly.
Exports do lead to increased investment that im tigads to improved labour
productivity. Furthermore, due to high competitiom the international market,
exports are likely to enhance efficiency in the éstic economy, thus raising the
GDP. On the other hand, economies that are lessastiwith natural resources and
technology highly depend on importation of theseessary factors of production for
GDP growth.

However, modern theories of trade show that ecoog@rowth, on the other hand, is
a precondition for growth in international tradacrease in output leads to rise in
exports if such increase is coupled with a risproductivity and decline in unit costs.
It becomes easier to sell domestic goods abroadcéjethe connection between

economic growth and international trade may beerland more than one way effect.

Growth in agricultural and agricultural trade hatra@ted greatest attention,
especially in developing countries, due to its pté& to reduce poverty levels. The
significant paradigm shifts towards structural sfammation in agricultural sectors

since the 1980s due to the argument that agrieuisuan “engine of growth” for those
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countries in their early stages of developmentsThbecause agriculture accounts for
a high proportion of the economic activities insleieveloped countries and also plays
an important role in the rest of the non-agricuatigectors of the economy (Byerlee,
Diao and Jackson 2005). In this paradigm, growthgriculture and agricultural trade
has significant implications for the welfare of tbiéizens, especially the welfare of
the rural livelihoods, since the sector is domiddig small and medium scale family

farmers (Byerlee et al., 2005; Valunzuela, Ivamd audena 2005).

In EAC, countries come together with the ultimatelgof increasing the level of
interactions, transactions and attaining higheresabf economic growth and
development. The flow and volume of trade in goaasl services describe how
“‘open” an economic integration is. At the same ftinr@s mentioned earlier,
agricultural products from the developing countriaeely penetrate the international
market in the developed countries due to protei@irategies such as subsidization
of local production in developed countries, highnslard requirements and tariffs
among others, notwithstanding the fact that theontg of the players in the
agricultural sector in developing countries are lsavad medium scale farmers.

These factors among others have quickened the modeveloping countries to form
their own regional agreements to improve trade aritbamselves and to give them a

better bargaining position and terms of trade ewlorld market.

Pass (2000) used gravity approach to analyze toetiween Estonia and its main
trading partners. He included variables such amspand imports as dependent
variables in the gravity equation and GDP, distdnewsveen the capitals and several
dummies for various regions /groups or tradingread. The study revealed that the
independent variables explain more than 70% of wheation in the dependent
variables in both the gravity equations. The GDR thre distance coefficient were
positive and negative respectively. In his studye ftcoefficient signs of some
dummies did not respond to the expectations, Huivete found to be significant.
Estonia tends to trade heavily with those countuath high GDP, geographical

closeness and belonging to the same trade area.

Anderson and Wincoop (2003) conducted a comparatatc analysis on the effects

of trade barriers on trade flows between UnitedeStaCanada and other countries
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using general equilibrium gravity model. They amdjubat the estimation of gravity
models that have been used to infer trade flonceffef institutions lacked theoretical
foundation, and hence prone to problems of omittediables and unfounded
comparative analysis. They therefore, developedrsistent and efficient method of
estimating theoretical gravity equation by incogiorg multilateral resistance
measures. Their findings showed that the bordaraedl trade between United States
and Canada by 44%, while it reduces trade amoner atldustrialized countries by
29%. Their approach can be easily applied to deterrthe effects of many other

institutions on bilateral trade flows.

Yang and Gupta (2005) analyzed the performance To&sRin Africa. Using time
series data for the period between 1970 and 20@8, $showed that the impact of
RTAs on intra African trade seemed to have beerlsmasignificant. As a share of
the global trade, intra-African trade declined mirclthe 1970s before it improved in
the 1980s and the first half of the 1990s. Sincee rihid-1990s,intra-RTA trade in
major RTAs (SADC,COMESA,ECOWAS,WAEMU, and CEMAC) shagrown
erratically relative to their trade in the resttbé world, often showing no evident
trend over time, except WAEMU, whose intra-regiotrate has increased in recent
years due to improved performance of their Customoi) (CU). For many RTAs,
intra-bloc trade as a share of their total extetredle remains below intra-African

trade as a share of total African external trade.

However, the researchers found that econometrideece of the effectiveness of
RTAs in promoting intra-African trade was ambiguough some RTAs showing

positive effects, some negative and others no e#eall. The study however,did not
isolate the RTAs effect from other factors andeffect of intra-regional trade. Such

isolation requires the use of gravity model techeiq

Vollrath (1998) assessed agricultural trade in RikA’s, including AFTA, APEC,

ANZCER, CUSTA, MERCOSUR and EU, using data for 19859 and 1959-1970.
The study showed that both APEC and AFTA had nejplesitive nor negative effect
on agricultural trade flows. On the other hand, ANER, CUSTA and MERCOSUR
were found to be more trade creating than divertivegjfare improving and helped in

opening up the member —countries to the world af@itical economy. EU was found
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to be more agricultural trade diverting than cregti hence welfare reducing.
However, Vallrath’s work fell short of describiniget estimation technique employed

in the study to arrive at the econometric resulisubssed.

In his study, Grant and Lambert (2005) adoptedatigmented gravity framework to
analyze the effect of regionalism in the volumeagficultural trade. Using a sample
data of nine agricultural goods in eight RTAs asrthge world involving 87 countries,
they estimated pooled, cross-section time serg®ssions on the augmented gravity
equation for the period between 1985 and 2002.t&l tf 11 regressions was run, 9
for each agricultural product, 1 for all agriculibrproducts and 1 for all non-
agricultural products. Out of the 8 RTAs, three aven the sub-Saharan Africa
(SACU, SADC and COMESA) and referred to as “Afriaa"the study. They found
that in” Africa”, four out of 9 commodities expeniee trade diversion from non-
member sources. However, the effects were fourftetesmall and in all cases trade
diversion did not outweigh trade creation. On ttteeohand, NAFTA and EU showed
significant trade creation effects in eight and mglividual agricultural products

respectively.

Kalaba and Tsedu (2008) assessed the intra-SADGrpemce by focusing on intra-
SADC export share, done by contrasting intra-SAD@&re with other regional blocs
and intra-country share. Results showed that dedpipressive growth in total
exports in 2000-2006, intra-SADC trade remains l@emparison of SADC with
other regional blocs indicates that intra-regiamatle offers a necessary impetus for
deeper integration and regional progress. The stxplained that some of the
potential causes of this result comprise exportsasi materials and intermediate
goods, failure to meet tariff reduction requirensentising commodity prices,
existence of other forms of constrains relatingvemk manufacturing capacity, poor
physical infrastructure and irresponsive supple didttlenecks. The study, however,
did not describe the estimation technique usedetoag the econometric results and

conclusion drawn.

Ejone (2012) examined the postulation that trablerdlization (regional integration)
policies of the LDCs normally undermine their presga impact. His study employed

extended gravity model to analyze the impact ofores integration on a food item.
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The model included 168 countries and was estimaidd panel data for the period
1988-1996. The results showed that regional tradegiation enhanced exports,
usually at the cost of exports and welfare of n@mrbers. These exports were more

reflective on food exports growth.

A study was done by Jayasinghe and Sarker (200thereffect of regional trade
agreements on trade in agrifood products. The aedl\NAFTA's (North American
Free Trade Agreement) trade creating and tradergiore effects on trade of six
selected agrifood products (red meat, grains, abdes, fruits, sugar and oilseed)
from the period 1985-2000. They used gravity magkthg pooled cross-sectional
time series regression and generalized least sgjuzethod. Their study revealed that
share of intraregional trade is increasing withiARYA and it has misplaced trade
with the rest of the world,as well as served todbdoade considerably among its
members other than with the rest of the world. Goes engaging in NAFTA have
moved towards a lower scale of relative opennesgiiiood trade with the rest of the

world.

Makochekanwa (2012) in his study analyzed the implcRTA on intra-trade in
three selected agri-food products, that is, maime and wheat in three regional
economic communities mainly COMESA, EAC and SADC tfee periods 2005 and
2010.The study employed two methodologies, stasistanalysis and gravity trade
model. The results revealed that changes in ietgéenal trade shares shows that
Namibia, Rwanda, Tanzania and Zimbabwe are the @mumtries whose intra-
regional trade across the three products increfwethe period reviewed. Burundi,
Malawi and Sudan on the other hand, are countriesse intra-regional trade in at
least two of the three products declined. The tesudm the gravity model show that
all the traditional variables, that is, GDP for erer and importer countries as well as
distance have expected theoretical signs. Coefiicieon all variables, that is,
COMESA, EAC and SADC regional dummies, show thaterall, the estimated
coefficient for all regional dummies in all otheERs and commodities is positive
and statistically significant; this indicates tlrdra-regional trade in those regions and
for such commaodities is above the predicted lefstandard gravity model.Since the

re-establishment of the EAC, there have been astedies, using various empirical
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models that have considered the effects of theeageeat including Kirkpatrick and
Wantabe (2005), Mcintyre (2005) and Busse and SH2663).

Kirkpatrick and Wantabe (2005) use a gravity madehnalyze the pattern of trade
between the three East African countries betwedi® Hhd 2001. The main focus of
Kirkpatrick and Wantabe is to examine if regionabperation has coincided with an
increase in the volume of trade. They divide tlaialysis into three different time

periods that coincide with the periods of regiocabperation.Gravity model results
indicate that the regional trade agreement (RTAI) &positive effect on the intensity
of regional trade flows in the 1970s, whereas,duthe 1980s, the constant level of
intra-regional trade reflected the lack of regionategration. Their results are

sufficiently robust to support the conclusion thagional trade cooperation can
support the expansion of trade between the threeomsies. Regional cooperation in
East Africa has had a positive effect on trade $idvetween the three countries with

no evidence of trade diversion.

Busse and Shams (2003) and Mcintyre (2005) bothensante approaches in the
analysis of welfare effects. Busse and Shams (2088)a partial equilibrium model.
Their results show that total trade would increlgeoughly US $13 million. Trade
creation amounts to US $4.5 million and trade diier to US $8.7 million. The
biggest trade effects are seen in Tanzania duts teelatively high intra-EAC tariff
rates. For all the three countries, trade diversxeceeds trade creation implying that
imports are now from high-cost producers, decrepsit welfare. Kenya is found to
profit the most from preferential trade liberalibat however this result is to be
expected due to the high export share of Kenyaorexwvithin the EAC. Uganda and
Tanzania would gain less from the EAC-CET, but rtieade balances would not
deteriorate significantly. On average, the tradmation figure is quite small and so

this would suggest that the total growth in traderaing to the EAC will be minimal.

Mclintyre (2005) analyzes the potential trade impszicthe EAC customs union and
the extent to which the common external tariff (QBNill liberalize their trade
regimes. Mclintyre uses a static partial equilibrionmdel using a simulation known as
SMART27. Mcintyre finds that trade creation is th@minant effect of the EAC.
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2.40verview of the literature

The literature reviewed shows that that there aversl theories that try to explain the
trend, pattern and volume of trade between anyttading countries. Depending on
the nature of the commodities of trade and the @edm and industrial status of the
trading countries, international trade can be erpthby the classical, neoclassical or

modern theories of trade.

Empirical studies have been done with regard toraveinderstanding of trade
agreements and their impact on economic growthnaadagement. Nevertheless, no
significant theory is in place at the moment tha cast light on the impact of RTAs
on some specific agricultural products that arelddh among member countries
following treaties and agreements. Mine is just &dutumble attempt towards giving

some insight into the issue.
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CHAPTER THREE
METHODOLOGY

3.1 Introduction

This chapter presents the methods and techniqaésuth used in data collection and
analysis. The literature reviewed has extensivesdwgravity model in the analysis of
agricultural trade flows. This study therefore, Iwibllow using extended gravity
model with dummy variables to capture the effedhefformation of EAC on trade in
agrifood products. The chapter is organized asvd| the research design, the
theoretical framework, the empirical model, the welodpecification, estimation
technique, definition and measurement of varialdasa sources and analysis. Before

the discussion of results Hausman diagnostic tiésb&conducted;

3.2 Research design
The study utilizes non-experimental panel desigeny€, Uganda, Tanzania, Rwanda
and Burundi are considered on annual observatiohio period between 2000 and

2012, for all the equations that will be estimatethe study.

3.3 Theoretical framework

The gravity model is used in regional relationabalyze and evaluate the impacts of
trade agreements and alliances as well as in gesament of overall effectiveness of
trade treaties. The application of the model inyarag international trade flows was
done by Tinbergen (1962) and Poyhonen (1963).Sime its use has evolved within
the economic discipline playing an important rale¢eérms of assessing the effects of
geographical spatiality and the impact of distamee the strength of economic
relations. However, the model has been used exfiiaigravitational forces of human
interactions in the explanation of migration andestsocial flows in the later years of
the twentieth century (Eita, 2007). From the sthe theoretical foundations of
economic application of gravity models in trade awdnomic interchange has been
criticized for its lack of basis and foundation rfrotrade theory even though it
exhibited high statistical explanatory power (Matyet al., 2000). Critics say the
model lacks ingredients that feature prominentloiher trade theories such as the

difference in technology of the Ricardian model atheé differences in factor
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endowments in the Hecksher-Ohlin model which aeelibsis of trade (UNCTAD,
2012).

Empirical literature has evolved such that thisarofails to hold. The first attempt to
give gravity models some theoretical basis was donénderson (1979) using the
Armington assumption that provides a context incihgoods are differentiated by
their country of origin. He argues that consumara country with a given price will
accordingly consume at least some of every goou @ery country because of the
existence of imperfect substitutability among goo#som the setting that all
countries trade and that all commodities are tratleeh each country will have its
national income composed of both home and foregmahd for the exclusive good
that they respectively produce at the point of Eguum. Consequently, larger
countries export and import more and the trade glane thus reduced by the trade
costs.

Gravity model borrows from Newton’s (1687) “Law ohiversal Gravitation." The

theory postulates that the force of attraction leetvtwo separate entities i and j for
instance is a positive function of the entitiesvitbial masses and inversely related to
the square distance between the objects.When amglyade, using the same gravity
standard, the entities are substituted by a patoahtries while the countries’ masses
are estimated by their respective gross domestidyat (GDP) with distance replaced

by the actual distance between their pairs of tigadbuntries.

Gravity model is a macro model by nature sinces itlésigned to capture volume,
rather than composition of bilateral trade. The elasl used in explaining the driving
forces of exports such as what leads country Airfstance to export to country B.
With its increased popularity in the 1990’s, grguwihodel has been found to work
best for similar countries that have substantiélaimdustry trade with each other
(Helpman, 1999).

Thus in its original algebraic presentation, andlagous to Newton’s presentation,
the gravity model for bilateral exports can be digd by;

(cprGDP )

Exports;, = A
POy distance,

....................................................................................... (SN
Where;
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Exports; =Exports between country i and |
GDPandGDP, are the countries’ respective income

Distance; is the distance between two trading partners

Ais a constant

The estimated gravity model taken in log form igally given as;
Exports, = A+ ZINGDR + B,InGDP, + B,In(distance, )+ B, X, + & «.v.veverrrernerernns (32)

3.4 Empirical Model, Model specification and Estiméon
The standard gravity equation explained in the rbigzal framework in equation

(3.1) ignored many other variables that couldezithave positive or negative effects
on trade volume between the trading partners ¢hwvtesults to misspecification bias
(Vinaye ,2009). To address this problem, the stahdaproach is used to specify an
augmented gravity model by addition of relevantialzles to the traditional model,
most of which are inspired by both theory and emogirstudies. Most estimates of the
gravity model add certain number of dummy varialtethe original gravity equation
that test for specific effects. With inclusion afrdmy variables for trade agreements,
gravity model will have broader implications in rrex of trade creation and trade
diversion. Inclusion of dummy variables should hwere be done in a cautious
manner since inclusion of too many variables may l® the problem of dummy trap
in the data analysis.

Therefore, estimates gravity equation for the injpd&®kR TA-EAC on Kenya’'s exports
of agrifood commodities;

logExports = 4, + ,10gGDP, + 3, logGDPC, + 5,10gDGDR, + 3,1ogDI§,

+ [ logEX; + Z,D1+ 3, D2+ BEAC, + BEACO, + Bbordey +.£;...ccvmmrvriiimrirnnn.(39)
Where;

logGDP = Gross domestic product of Uganda and Tanzania
logGDPC = Gross domestic product per capita of trading eartfganda and

Tanzania)

log DGDP = Dissimilarity in Gross domestic product
log DIS =The distance between capitals cities of the tragantners
log ER = Exchange rate

D1= Dummy for common borders between Kenya and Uganda
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D2 =Dummy for a landlocked country

&« =Error term

Bs = Coefficients interpreted as elasticities.

Note; wherei is the trading country angl is the trading partnekg; is error term and

the dummy variablesD, take the value of one (1) for common border zé¥p (

otherwise

(Exports”.at)is the current U.S dollar value of total exportofintryi to j in yeart

in one of the three selected agricultural products

GDR,andGDF, are the real gross domestic products of countand countryj in

year tin U.S dollars.
EAC; =1if jis a member of EAC and 0 otherwise

EACO, =1ifiis a net exporter to membgr, O otherwise (Helps in determining

whether RTA s trade creating or trade diverting)

(Exportsjat)is the current U.S dollar value of total exportscofintryi to j in yeart

in one of the three selected agricultural products

border; indicates whether the trade partners ,country ijarghare a common border

or not.

3.5 Definition and Measurements of Variables
Gross Domestic Product

GDP is measure of a country's economic performaitds.the market value of all
final goods and services made inside of a coumty year. Gross Domestic Product,
therefore, determines the level of internationatié; Filippini (2003) states that just
as any other economic activity, trade will increasethe economy grows, that is, the
higher the GDP of a country, the incentive to tradt& other countries.

Per capita income

Per capita income is the average income calcul&dedevery individual in a
geographical area. It is obtained by dividing tlggragate income of a country’s

population and rounded off to the nearest dollaglpphan and Krugman (1985)
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believe that demand for goods that differ slightlydesign and technology increases
with an increase in income.

Distance

Proximity of trading partners lowers search andge&tion costs and hence enhances
bilateral trade. Transportation costs can be prbXie distance between the trading
countries. In this study, distance is measuredilometers between capital cities of
the two countries.

Exchange rate

Unsteadiness of exchange rate affects prices ahmnes of goods and services in
international trade. Exchange rate can either ptere@ports or discourage imports.
The study calculates the cross exchange rate bettheetrading partners based on a
common currency; the United States Dollar. Kenyamency is the strongest among
the EAC currencies; therefore express the Kenyllingls in terms of both Uganda
and Tanzania currencies.

Adjacency; Adjacency is represented by a dummy for common drsrdCountries
with a common border are seemed to trade morethuse without.

Regional dummy variables

In interpreting the effect of this dummy, a postiand significant estimated
coefficient of the regional dummy in a particularoguct equation and estimated
period implies that the intra-regional trade hasrbstimulated by the implementation
of the EAC customs union. In this case, the esthatoefficient will be indicating
the amount of additional trade, beyond the levetheir economic and geographical
characteristics would allow, that has taken plac®mray EAC countries due to the
formation EAC customs union. According to Aitker@{B) and Endoh (1999), the

coefficient is interpreted to reflect trade createifects of EAC customs union.

Table 3.1: Gravity model explanatory Variables wih expected signs

Variable Expected Theoretical intuition
sign
Exporter GDP + Measures production capacity, more

production means more exports

Importer GDP + Measures absorption capacity, higher

GDP, means higher import demand

Distance - Imposes trade costs, greater dista|nce

34



means more costs ,hence less trade

Population ? -Larger  population means more
diversification and self
sufficient(negative sign
-Large population allows economies |of

scale resulting in more exports (positive

sign)
Importer/Exporter ? Devaluation makes exports cheaper and
exchange rate imports expensive.
Common language + Common language reduces

communication problems, thus boosting

trade

Common boarder + Proximity means reduced transport costs,

thus boosting trade

Regional dummy (EAC) | + Countries enter into RTA’s with the

objective of increasing trade

3.6 Estimation and Econometric Issues
Pane data is a special type of pooled data in whaihe across sectional unit of

surveyed overtime (Gujarati, 2004). Panel datadigaatageous in the sense that it
considers both path and space. Whereas cross redctinalysis is a snapshot at a
point in time and ignores time, time series analgdiserves the values of one or more
variables over the period of time thus ignores shap.The main problem with panel
data econometrics is heterogeneity. Other demefitassociated with panel data
include extra time needed and extra cost incurceddata collection and analysis.
However, use of panel data methodology in thisysigdustified by the advantages
that have been highlighted by Kennedy (2003).Sofmthese advantages are; (i) It
allows control of heterogeneity of cross-sectiamats, each cross-sectional unit have
some intrinsic and immeasurable characteristidindisishing (ii) the combination of
cross sectional and time elements in panel datarges more variability, and at the
same time reduces multi-collinearity problems @gnel data permits better analysis

of dynamic adjustments.
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Fixed Effects Approach

Fixed effects approach works better in a “long aadow” panel data, that is, data
with long time dimension but a short cross sectitimension. It allows for the
intercept of each country to vary but restricts sh@pe parameters to be constant

across all countries and time periods.

Fixed effects approach works better in a “long aadow” panel data, that is, data
with long time dimension but a short cross sectiimension. It allows for the

intercept of each country to vary but restricts sh@pe parameters to be constant
across all countries and time periods. Fixed effesbdel assumes that errdfs are

independent with zero mean and invariable variaiceall individuals and in all
periods. Hence the intercept captures all the hetalvdifferences between the

individual countries over-time.

Fixed effects approach is used to explore relahigpgs between the predictor and
outcome variables within an entity (country, persoampany.) In this case each
entity has its own characteristics that may or nmmy influence the predictor
variables. Thus, when using fixed effects approitcls, assumed that something in
the individual may affect the predictor or outcomagiables and thus there is the need
to control for this fact. Fixed effect approach mms the effect of time-invariant

characteristics from the predictor variables s¢ phedictors’ net effect is evaluated.

Another basic assumption made in the fixed effqmgpreach is that those time
invariant characteristics are distinctive to thdividual and not correlated with other
individual characteristics. Each entity is uniqumel &aence the entity’s error term and

the constant ought not be correlated with others..

Random Effects Approach

According to (Greene 2008), the rationale behimdicen effects model is that, unlike
the fixed effects model the disparity across esditis presumed to be uncorrelated
with the predictor or explanatory variables in thedel.”A crucial distinction
between fixed and random effects is whether thebsexved individual effects

embodies elements that are correlated with regressdhe model, not whether these
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effects are stochastic r not." Random effect apgraa also called error component
model (ECM).In this model, the cross-section uwits have random intercept instead

of fixed intercept.

In ECM, the intercept represents the mean valualldhe (cross-section) intercepts
and the error component represents the randomtaeviaom the individual intercept
from its mean value. This is indirectly observable.

Choosing between Fixed or Random Effect

Hausman Test

The decision, on whether to use fixed effects agghiar random effects approach for
panel data estimation shall be determined by cdimdud¢iausman test. In this test
null hypothesis is; there is no noteworthy differerin the estimator of fixed effect
model and that of random effect model. If the rypothesis is rejected then the

fixed effect model will be appropriate. Rejectige tnull hypothesis shows us that

there might be correlation between the error téN,p) and the error term

3.7 Data descriptionand sources
There are two major classifications of food itemisoacalled agri-foods. The

International Standards Industrial Classificatit®C) which classifies food products
as one of the compositions of aggregates of aguieul ISIC makes classifications
according to economic activities. In this compasitithe agriculture classification in
this includes three products; Food Products (3BEyerages (313) and Tobacco
(314).

United Nations product classification for interogal trade, defines food item as the
sum of SITC Codes (or CTCI codes) of 0, 1, 22 an@ihg statistics is detailed at the
3-digit level or by broad product group. 0 includesd and livestock, 1 constitutes
meat and meat preparations, while 22 is the cortippsdf cream and milk products
(excluding butter and cheese); and 4 incorporagesats and cereal preparations. This
classification can be accessed from the HandboolStatistics referring to the

Standard International Trade Classification (SITC).

The study concentrated on agrifood trade for theogdecovering 2000-2010.The

period chosen covers the time when EAC customsnumias formed that is 1st
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January 2005, and at the same time when Rwand&uanohdi joined the EAC. The
yearly statistical trade figures for each countgifood exports by destination (up
to HS6 digit level) are taken from the United NasoCommodity Trade Statistics
Database (UNCOMTRADE)

The study will use secondary data retrieved froralipations on EAC countries for
the period 2000-2012.Specific data sources willude UNCOMTRADE online

database, World development indicators (WDI) aradiStcal abstracts.

The data for Kenya’'s exports to the EAC are from ONMTRADE database. The
data for exchange rate and population are from R&wnld Table (PWT). Each
country’s gross domestic product (GDP) and milelagi@veen the capital centers are
from International Financial Statistics (IFS) 200D. Additional data for analysis of
trade trends in the region were obtained from haBonal Trade centre and Kenya's
ministry of trade, office of external trade in @idbration with Kenya Revenue

Authority (KRA), customs department.
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CHAPTER FOUR
RESULTS AND DISCUSSION

4.1 Introduction

The chapter highlights the statistical descriptdrdata and the results from various
statistical analysis and tests. The focus is orrékalts and their interpretations with
the aim of meeting the research objectives. Réieatlthe first objective is to find out

the effect of EAC-RTA on Kenya’'s exports to theice, to meet this; a separate
regression with exports as the dependent variaislesin. The second objective

addressing the impact on various agrifood prodweas addressed by running a

different regression with dependent variables ag#rticular agrifoods.

4.2 Impact of EAC-RTA Kenya's aggregate Exports tdhe region 2000-2010
4.2.1 Descriptive Statistics
The summary statistics from the table below sholat the values are scattered

around the mean with low standard errors.

Table 4.1: Summary Statistics

Vari abl e Obs Mean Std. Dev. M n Max

| ogexports 45 5.008709 1. 144015 3.12676 6.751335
| oggdpi 45 10. 11175 . 7427982 9. 449751 12. 16177

| oggdpj 45 8.429779 1.080998 6. 665244 10. 03953

| oggdpcapi 45 6.416091 . 2294955 6.139884 6.759719
| ogpopi 45 3.554744 . 0836527 3.414443 3.653252

| oggdpcapj 45 5.6438 . 4820498 4.682266 6.323462
| ogpopj 45 2.791966 . 6765156 1.898262 3.781914

| ogexchi 45 4,.318885 . 0714314 4.138361 4.443827

| ogexchj 45 6. 93592 . 4709635 5.965367 7.744267
bor der 45 . 4888889 . 505525 0 1
eaccu 45 . 4222222 . 4994947 0 1

Source; Author computations
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4.2Diagnostic Tests
Two approaches are used in panel data, the rantfest emodel and the fixed effect
model; to decide on which approach to use; Haustesininorder to determine the

best approach.

According to Greene 2008, to decide between fixed @ndom effects a Hausman
test is carried out where the null hypothesis & fireferred model is random effect

whereas the alternative is fixed effect. This bajctests whether the unique errors

(u,) are correlated with the repressors
H, = Random effects is the preferred model
H, = Fixed effects is the preferred model

If the Hausman test is conducted and the value pobb>chi2< 005that is

significant, then we use fixed effects. In thisgtuithe Hausman test revealed that
chi2(10) = (b-B)'[(V_b-V_B)*(-1)](b-B)

= 531

Prob>chi2 = 0.8695 which 8 005 and hence we use the random effects approach.

This also justifies the theory in that in the gtavnodel, distance is incorporated in
order to capture trading costs between two coumntidéstance between capital cities
of one country to another in kilometers for ins&afiom Nairobi to Kampala remains

constant throughout the years.

Recall that in fixed effects approach any time mevat variables will mimic the

individual specific constants and hence when tlgeeission is run the coefficient of
the time invariant variables will not be estimat&tis may hamper the whole gravity
model which has distance in it as a proxy for mgdcost. Thus justifies the use of

random effect approach.
4.3 Discussion of the Results
The results from estimating a random effect maahethe impact of the formation of

the EAC-RTA on Kenya's exports are presented iblet&.1 below .Coefficients of
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the estimated standard gravity model are discustdhen followed by the results

from the particular agrifood exports.

Table 4.1: Extended gravity model results for EAC gports for the period 2000-

2010

Variable Coef. Std. Err.

loggdpi 0.230617 (1.9)* 0.858
loggdpj 1.964705 (3.3)** 0.550
loggdpcapi 1.373335 (4.1)*** 0.211
logpopi -5.432636 (4.5 )*** 0.229
loggdpcapj 1.878062 ( 3.3)** 0.565
logpopj 1.457122 (3.4)** 0.669

logexchi 5343924 (1.8)* 0.696

logexchj -.4861846 (2.8)* 0.551

logdist -7.02863 (2.2)* 0.002

border 8691942 (2.7)* 0.751

eaccu .2645194 (3.6 ) ** 0.474

constant 61.01397 (16.4)*** 3.73
N =45

R* =0.8395

Notes: *** ** * gjgnificant at 1%,5%,10% level respectively

; t-statistics in parenthesis
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The standard variables of the gravity model areresqed in logarithms; therefore
their coefficients are interpreted as elasticitiébe estimated coefficient of the
exporting country’s GDR¢g gdpi) indicates that 1% increase in exporter's GDP will
induce an increase in trade with the EAC member8.B8% while a 1% increase in
the importers GDP 1¢ggdpj) will lead to 1.96% increase in their imports from
Kenya. This also confirms findings from the exigtiliterature that the higher the
GDP of the importer country the higher the demdod$mports resulting to a higher
imports volume .This corresponds to the existiigrditure that the economic size
influences trade positively. Moreover a higher GbBiPthe exporter country is an
indication of high production and potential supplyexports. The intuition behinds

GDP relation to trade also explains for GDP peiteajgsults.

The parameter estimate for importer populatitog (opj) for the model is positive
and statistically significant. Larger populationzesi in the importer countries
encourage more trade with the partners, with lapggulation referring to increased
consumption hence increase imports. However thenpater estimate for the exporter
population(log popi) is negative, that is 1% increase in the expoperulation will
lead to 5.4 %decrease in its exports. This is éx@th by the fact increase in
population will lead to increased local demandhef oods and hence the country has

to meet this demand before exporting the surplus.

The parameter for the exporter exchange(tagexchi) shows that 1% decrease in its
exchange rate will lead to 0.53% increase in ifgoets. It will mean that the Kenyan
exports will become cheaper relative to other coest EAC countries will import
more from Kenya and thus enhance trade. On therargnti% decrease in the
importers exchange rafgogexchj) will negatively affect the Kenya’s exports since it
will expensive to buy Kenya'’s exports, thus theateg coefficient for the importer’s

exchange rate in the results.

The distance Ipgdist) variable has a negative and significant coefficiétenya’s
exports decline by 7% when distance between trachogtries increases by 1%. This
indicates that trade between Kenya and the EAGilishexdered by transport costs.
This is compatible with the gravity model theoratthlistance negatively influences
bilateral trade.
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To analyze the impact of the EAC-RTA on Kenya's@tp which is one of the main
thrust of the paper, we look at the coefficienttb# eaccu dummy .The coefficient is
positive and significant. This implies that, thenfiation of the EAC customs union
has increased trade between Kenya and the EAC rgssjnparticularly Kenya’'s
exports. Kenya has exported more to the EAC dubedormation of the EAC. This

will be taken to mean trade creation has occurtedtd EAC-RTA formation.

To assess the impact of the formation of the EAOAPRoN trade on agri food
products another regression is run on particular-fagd exports; Dairy products-

yoghurt and butter, Meat, cereals-wheat flour, mdlpur and tea. The results are

reported in table 4.2 below.

Table 4.2: Gravity regression results for the impatof EAC-RTA on trade on
agrifood products.

Variable | Maize flour Wheat flour | Meat yoghurt Butter

loggdpi 0.95(6.8)*** | 0.25(1.5) 0.41(4.7)** | 0.3(2.64)** | 2.04(1.69)

loggdpj 0.22(1.9)** 0.40(1.9) 0.67(7.7)*** | 2.25(2.6)** | 4.31(10.28)**

Logpopi |- | o 0.61(8.2)*** | 7.12 (1.51) 4.75(3.56)**
0.11(2.70)***

Logpopj | 0.32 (2.3)*** | 0.80(3.29)*** 2.47 0.19(1.9)**

(9.19)**

logexchi | 0.18(2.5)** 0.09(1.3) 6.72(3.18)**

logexchj | ......... -0.50(-4.9)* | -0.06(-1.5) 0.84(2.84)**

logdist -0.18(-2.9)** | -0.83(-5.4)** | 0.49(-2.1 6.47(1.71)**| -5.71(-5.25)*t

Common | 1.1(2.5)** 3.27 (3.42)* | ... 3(4.69)** 2.91(6.41)**

boarder

EAC 2.2(2.9)**=* -18.9(-4.2)* | 3.37(1.9)** | 1.92(5.7)**=* | 2.03(7.34)**

(regional

dmmy
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R2 0.44 0.41 0.49 0.84 0.57

No. of | 44 44 44 44 44
Obs

Notes: *** ** * gjgnificant at 1%,5%,10% level respectively
; t- statistics in parenthesis

The estimated importer's GDP and exporter's GDPffments generally have the

expected positive sign in most equations and grafgiant at 1% level. For instance,
a unit percent increase in importer GDP will requlincreased maize trade by 0.22%,
while the same percentage rise will cause 0.40%e&se in trade of wheat. A cross
all the tabulated results, the estimated coefficiange from 0.22, 0.41,0.67,2.25 to
4.31 and 0.95,0.25,0.41,0.3 and 2.04 for impomerexporter GDP’s respectively.

The results, therefore, show that there is a saamtly positive relationship between

bilateral trade and incomes of partners. Geneth#ge results are consistent with the
findings of other studies such as Makochekanwd €@&L0), Jayasighe and Sarker
(2007), Frankel and Wei (1998).

The parameter estimates of both the importer anmbrésr population are in most
cases positive and statistically significant foe ghroducts in the study. For maize
flour, and meat, larger population size in the intigocountries encourage more trade
between partners, with larger population for theaning country meaning increased
consumption hence increased imports. On the othed,hin the case of maize flour,
large population size in the exporting country bl exports as local demand was

given a first priority since it | a staple food.

The effect of importer exchange rate is positivarfaize, indicating that exchange
rate in the importing countries will stimulate cangers to try and avoid domestic
consumptions due to inflation and switch to impaisthis scenario, one percent rise
in exchange rate in the importer countries willdea increasing demand for maize
flour exports by 0.18%. Exchange rate of the exg@orbuntries has a negative effect

on trade of wheat, 1% increase causing a declimhaat trade by 0.50%.

44



The results show that bilateral distance has ativeganpact with the magnitude
differing across the products and time. As theoadlif expected, the parameter
estimates of the distance variable are negativestaistically significant. The results
indicate the volume of trade in each of the settatemmodities diminishes as
distance increases. For instance unity increasdistance will reduce trade by a
magnitude of 0.18% for maize, 0.49% in the casene&nt,0.83% for wheat,6.47%
for yoghurt and 5.71 for butter. The estimated ftoeht on bilateral trade in agrifood
commodities presented in this study confirms tinelifigs of Jayasignhe and Sarker

(2007) among others.

The coefficient of common border is positive anatistically significant, at least at
five percent level of significance, in case of neaand wheat flour in which they are
reported. This according to theoretical expectatiovhich assumes that countries
which share the same language and also share a@otmoarder are more likely to
trade with each other than countries which haveeiht language and which do not

share a common border.

With regard to the EAC Regional dummy, the dummyg hgpositive sign on maize
flour, meat, yoghurt, butter and negative signvitreat flour. These coefficients are
all significant at 1 percent level except for maazel meat. The positive sign for the
regional dummy shows that the formation of the ERTA has enhanced trade
especially in agrifood products. Kenya now expartsst of the agricultural food

products owing to the formation of the EAC custams$on and further membership
of Burundi and Rwanda to the EAC.

For maize flour and meat, the coefficients aretpasbut not significant. This means
that the formation of EAC-RTA agreement has notaatpd much on the Kenya's
exports of maize and meat. This could be explaibgdthe fact Tanzania also
produces maize in large scale and hence the defonii@nya’s maize flour is not as
high as compared to other agrifoods products. dlge likely that these two products
are traded informally across the boarders and hdreavailable data does not fully

reflect what is happening in real sense.
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CHAPTER FIVE
5.0 CONCLUSIONS AND RECOMMENDATIONS

5.1 CONCLUSIONS

The research paper analyzes the impact of EAC-RTKenya’s exports particularly
agricultural food products. The motive behind regio integration and trade
agreements is to enhance trade between membes. stlmbers of the EAC have the
same characteristics and the main economic ac@itpng them is agriculture. It is
therefore, expected that the formation of the B&stan Community agreement will

foster trade in agrifoods products.

In an effort to determine the effect of the forroatiof the EAC-RTA on Kenya’s
exports of agrifood products using gravity modeg tesults show that the formation
of the EAC-RTA has enhanced increased Kenya’s ¢gporthe region and especially

agrifood products.

Transport costs proxied by distance also proveet@te of the main hindrances to
trade especially within the EAC region. With thenstsuction of the Mombasa port, it
expected that trade will be enhanced as transpsts avill be cut and hence Kenya is

expected to export more to the EAC region.

This study reveals that, in as much as the reshlsv that formation of EAC-RTA

has led to increased exports from Kenya to the Eégion, these exports are not
necessarily agricultural food products. Exportsagfifood products are still low and
therefore there is need to improve government @slicaddressing exports of

agricultural food products.
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5.1. RECOMMENDATIONS
Since GDP of the EAC members impacts positivelyrade flows, member countries
should continue with policies that are geared tolwagconomic growth in order to

sustainintra-EAC exports.

An important factor to be considered when assegsti@agolume of agricultural trade
within the region is its high level of informalityndeed, trade between the EAC
countries is carried out through both formal (regedl and recorded in national

accounts) and informal (unregulated and unrecordeainels.

A number of ministerial and high-level officials’aatings have taken place since last
year with a view to ameliorating the hindrances @tand in the way of achieving
smooth and significant progress in the matter okimeing trade benefits accruable
to member states of the EAC. The more the hindsaace removed, the greater is the

prospect for agri-food business to succeed.

In studying such a subject, issues of political ooy and culture appear to be
relevant to answer the nagging question, namely kds the progress as regards
EAC'’s objectives been so slow and uncoordinatedtié reflection will make it
clear that what caused the British industrializatituring 1750-1850 was exactly the
opposite to what has been happening with the EA®, mamely, lack of cohesive
mentality ; particularly, between Kenya and Tanaarihis can be inferred through
the writings of G.D.H Cole (1950).

However, with major infrastructural developments;ls as, Lamu port, Kenya stands
at a better position to reap external economies weigard to trade benefits in
connection with EAC. Inclusion of Rwanda and Buruhds also been an added

advantage for Kenya in so far as agrifood tradmigerned.
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5.3 Suggestions for Future Research

In the context of the study, however, it is difficto state whether there is complete
export diversion or import diversion as a resultha formation of the EAC-RTA due

to narrowness of data. This should comprise a stibje future research. In addition,

data inadequacy also prevented the present resedmlanalyze beyond 2010. This

can also be considered for future study
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APPENDICES

APPENDIX A: LIST OF COUNTRIES INCLUDED IN THE STUDY
EAC countries

1. Kenya

2. Uganda
3. Tanzania
4, Rwanda
5. Burundi

Agricultural commodities included in the study:

1. Cereals Flours
> Maize flour
> Wheat Flour

2. Dairy products

> Yoghurt
> Butter
3. Meat
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APPENDIX B: TABLE: 1

summarize butter yourghut wheatflour meat gdpi gdpj gdpcapi popi gdpcapj
Variabl e bs Mean Std. Dev. Mn Max
butter 44 12952. 18 26216.72 10 145302
your ghut 44 87441.89 153134.9 125 709298
wheat f | our 44 448788. 3 1556490 30 9316756
meat 44 180231 282204.2 354 1123833
gdpi 44 36768. 95 50002. 55 12705 191333
gdpj 44 7573. 433 6575.068  784. 6544 22914.6
gdpcapi 44 622. 4955 144, 6325 464 836.2
popi 44 35.01818 2.884382 30.4 38.6
gdpcapj 44 315. 6643 140.0105  108.0145 557.5
popj 44 20. 47007 12.74368 6.674286 43.9
exchi 44 75. 06364 4.969913 62.7 80.8
exchj 44 1135. 797 501.067  389.6962 2308.3
di st 44 727.7003 119. 5265 583.764  877.5055
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year
2000
2001
2002
2003
2004
2005
2006
2007
2008
2009
2010
2000
2001
2002
2003
2004
2005
2006
2007
2008
2009
2010
2000
2001

Table: 2

Country countryi countryj Butter

1

W WNDNNDNNNMNNMNNNNNPRPRPRPRPRPRPERPERRPRE

kenya
kenya
kenya
kenya
kenya
kenya
kenya
kenya
kenya
kenya
kenya
Kenya
Kenya
Kenya
Kenya
Kenya
Kenya
Kenya
Kenya
Kenya
Kenya
Kenya
Kenya
Kenya

uganda 2125
uganda 8750
uganda 1000
uganda 6677
uganda 2024
uganda 28442
uganda 14796
uganda 10036
uganda 12215
uganda 49126
uganda 27475
Tanzania 17328
Tanzania 3062
Tanzania 29062
Tanzania 3125
Tanzania 2500
Tanzania 10
Tanzania 4321
Tanzania 24902
Tanzania 49071
Tanzania 82835
Tanzania 145302
Rwanda 1100
Rwanda 860

wheat

yourghut flour meat

47323
902
43226
15125
6812
104926
130187
378555
164501
135471
194195
5875
29726
4315
19421
26785
247100
315428
421148
709298
388753
293637
1200
1345

9316756 104562
4205496 86144
721440 108175
14687 114136
2510437 140522
120400 142227
174930 120910
131937 121926
112460 165419
1154303 164976
526053 216478
24000 217675
2000 292437
36000 374250
1187 358000
81679 436029
10,000 504977
29500 506484
23000 737480
31700 869766
40315 986620

116000 1123833
7312 980
43195 900

other
cereals
54616
70425
51737
12374
2375
40444
30196
49241
243594
52623
244155
5125
36472
486421
110699
85304
199120
45788
52420
84203
48986
119900
38808
13000

48

Tea
8203
64679
58377
50804
274483
6895
4912
30291
8657
13238
17402
538796
474261
248944
406464
76725
75866
40634
48167
209113
61460
48842
2687
511

gdpi
12705
12986
13148
14987
16249
191333
22779.2
27022.3
30467.4
30600.2
32181.3
12705
12986
13148
14987
16249
191333
22779.2
27022.3
30467.4
30600.2
32181.3

gdpj

6193
5841
6179
7153
8784
10040
11011
13548.7
16377.4
16545.8
17719.6
10186
10384
10806
11653
12828
14220.4
14331.2
16992.5
20715.3
21368.4
22914.6

12705 1734.938
12986 1674.685

gdpcappopi

500.9
506.28
495.57

464

493.9

560.8

622.7

726

829.9

811.2

836.2

500.9
506.28
495.57

464

493.9

560.8

622.7

726

829.9

811.2

836.2

500.9
506.28

30.4
31.3
32.2
33.2
34.2
35.1
36.1
37.2
38.3
38.6
38.6
30.4
31.3
32.2
33.2
34.2
35.1
36.1
37.2
38.3
38.6
38.6
30.4
31.3

gdpcapj

268.47
273.25
287.32
279.1
323.4
372.9
396
465.9
543.7
539.6
557.5
304.36
314.56
328.52
330.5
353.3
392.9
381.9
443.8
524.8
525.2
546.7

206.6491 8.395577
191.174 8.760003

popj

22.6
23.3
24.1
24.9
25.7
26.5
27.6
28.6
29.6
30.7
31.8
32.8
33.9
34.4
35.3
36.3
37.3

38
39.4
40.7
41.9
43.9

exct
76.;
78.
78.
76..
77.
72.
69.-
62.
77.
75.
80..
76..
78.
78.
76.’
77.
72.
69..
62.
77.
75.
80..
76..
78.



2002
2003
2004
2005
2006
2007
2008
2009
2010
2000
2001
2002

2003
2004
2005
2006
2007
2008
2009
2010

AR OWOWWWWWWWWW

A AN

Kenya
Kenya
Kenya
Kenya
Kenya
Kenya
Kenya
Kenya
Kenya
Kenya
Kenya
Kenya

Kenya
Kenya
Kenya
Kenya
Kenya
Kenya
Kenya
Kenya

Rwanda
Rwanda
Rwanda
Rwanda
Rwanda
Rwanda
Rwanda
Rwanda
Rwanda
Burundi

Burundi

Burundi

Burundi
Burundi
Burundi
Burundi
Burundi
Burundi
Burundi
Burundi

1389
1250
1375
1388
724
1218
3466
2628
1572
738
1187
1129

1125
2125
1883
1028
1755
4474
8898
4400

245
125
259
300
1808
55737
30233
27466
28098
812
890
990

984
1056
1145
1856
2367
3678
3800

340

32113
8937
47608
15744
1371
63705
67956
12516
11532
2340
2980
3005

3467
4589
5697
5316

16800
4392
30
1800

917 796 574 13148 1677.447 49557
406 25031 40000 14987 1845.979 464
765 34621 429 16249 2089.189 493.9
677 30 160 191333 2581.286 560.8
529 96 50 22779.2 3111.191 622.7
2876 120 27022.3 3738.147 726
5581 6342 11875 30467.4 4711.735 829.9
5956 1424 197 30600.2 5252.677 811.2

10551 240 1634 32181.3 5624.506 836.2
354 10625 9867 12705 870.4861 500.9
457 60765 8796 12986 876.7947 506.28
550 3120 7863 13148 825.3945 49557

510 23465 7700 14987 784.6544 464 33.2
574 246320 1056 16249 915.2573 493.9
659 621900 1145 191333 1117.254 560.8
600 30000 1268 22779.2 1273.181 622.7
634 15150 1290 27022.3 1356.078 726
789 15300 1295 30467.4 1611.634 829.9
980 2092 1282 30600.2 1739.782 811.2
804 1200 1205 32181.3 2026.864 836.2
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32.2
33.2
34.2
35.1
36.1
37.2
38.3
38.6
38.6
30.4
31.3
32.2

108.0146 7.26434 76.1

34.2
35.1
36.1
37.2
38.3
38.6
38.6

186.6417 8.987523
202.2732 9.126167
225.7514 9.254379
273.7471 9.429457
322.038 9.660946
376.5202 9.928143
460.8973 10.22296
498.8455 10.52967
519.0224 10.83673
130.4238 6.674286
128.1981 6.839376
117.2814 7.037727

121.8593 7.510771
143.7835 7.770392
158.305 8.042579
162.8275 8.328312
186.8717 8.62428
194.8967 8.926687
219.5298 9.232753

78.
76..
77.
72.
69.:
62.
7.
75.1
80.!
76..
78.1
78.

10
7.
72.
69.:
62.
7.
75.
80.!
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