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CHAPTER V. MONETARY INTEGRATION IN AFRICA

5 . 1 .  I n t r o d u c t i o n

The  l a s t  decade  has  been  cha rac t e r i s ed  by  a  r enewa l  o f  i n t e re s t  i n

r eg iona l  mone ta ry  a r r angemen t s  i n  Af r i ca .  Ac t ions  have  been  t aken  by

coun t r i e s  t o  ac t iva t e  r eg iona l  i n t eg ra t ion  in i t i a t i ves ,  i nc lud ing

propos i t ions  to  fo rm new mone ta ry  un ions ,  and  to  en la rge  o r  b roaden  the

scope  o f  ex i s t i ng  ones .  Gu i l l aume  and  S t a savage  (2000)  a rgue  t ha t  wh i l e

the re  a re  f ew pure ly  economic  a rgument s  in  f avour  o f  these

a r r angemen t s ,  t hey  may ,  on  po l i t i ca l  economic  g rounds ,  be  a  s econd-bes t

so lu t ion  fo r  Af r i can  coun t r i e s  tha t  a re  seek ing  to  make  a  c red ib le

commi tmen t  t o  pu r sue  sound  mone ta ry  po l i c i e s .

As  demons t r a t ed  i n  chap t e r s  two  and  th r ee ,  t he  c r ea t i on  o f  a  mone ta ry

zone  would  a t t r ac t  fo re ign  d i rec t  inves tmen t  th rough  a  s t ab le

macroeconomic  env i ronmen t  and  a  l a rge r  s ing le  marke t ;  f ac i l i t a t e  f r ee

movemen t  o f  goods ,  s e rv i ces ,  l abour ;  r educe  t r ansac t ion  cos t s ;  d r ive

economic  g rowth  and  r educe  pove r ty ,  among  o the r  bene f i t s .

However ,  acco rd ing  to  t he  t heo ry  o f  op t imum cu r rency ,  Gu i l l aume  and

S tasavage  (2000)  sugges t  t ha t  Af r i can  coun t r i e s  shou ld  no t  j o in  a

mone ta ry  un ion  fo r  two  r ea sons .  F i r s t ,  t he  t r ansac t i on  cos t  bene f i t s  o f

r emov ing  exchange  r a t e  vo la t i l i t y  w i th in  an  a r ea  a r e  l i ke ly  t o  be  sma l l

fo r  coun t r i e s  tha t  t r ade  r e l a t ive ly  l i t t l e  wi th  one  ano the r .  Second ,  the

los s  o f  t he  nomina l  exchange  r a t e  i n s t rumen t  cou ld  po ten t i a l ly  r ep resen t

a  ve ry  s ign i f i can t  cos t  fo r  coun t r i e s  h i t  by  a symmet r i c  shocks .

Desp i t e  t he  above  a rgumen t s ,  ev idence  f rom the  pas t  has  shown  tha t

Af r i can  coun t r i e s  wh ich  have  pa r t i c ipa t ed  i n  r eg iona l  mone ta ry

ag reemen t s  have  o f t en  been  cha rac t e r i s ed  by  sound  and  c r ed ib l e

mone ta ry  po l i c i e s ,  even  i n  t he  con t ex t  o f  w idesp read  po l i t i c a l

ins t ab i l i ty .  Indeed ,  the re  i s  ev idence  tha t  mone ta ry  un ion  wi l l  he lp  to
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fo rma l i se  the  huge  in fo rma l  c ross -borde r  t r ade  and  inc rease  the  ove ra l l

t r ade  wi th in  a  reg ion .

In  t h i s  chap t e r ,  t he  expe r i ence  o f  two  succes s fu l  Af r i can  mone ta ry

a r r angemen t s  w i l l  be  r ev i ewed  and  t he  bene f i t s  and  cos t s  o f  hav ing  a

common cur rency  in  the  f ive  Eas t  Af r i can  coun t r i e s  ana lysed .

Cond i t ions  fo r  mone ta ry  s t ab i l i t y  and  the  se t t i ng  up  o f  convergence

c r i t e r i a  towards  mone ta ry  un ion  in  these  coun t r i e s  wi l l  be  d i scussed  to

fac i l i t a t e  t he  sus t a inab i l i t y  o f  a  fu tu re  economic  un ion  fo r  t he  r eg ion .

5 .2 .  The  CFA Franc  Zone

5 . 2 . 1 .  B a c k g r o u n d

The  CFA Franc  zone  i s  composed  o f  two  zones  o f  ma in ly  f rancophone

coun t r i e s  in  Wes t  and  Cen t ra l  Af r i ca .  The  Wes t  Af r i can  CFA zone  i s  the

Wes t  Af r i can  Economic  and  Mone ta ry  Un ion  (WAEMU) ,  w i th  i t s  cen t r a l

b a n k  b e i n g  t h e  “Banque  C e n t r a l e  d e s  E ta t s  de  l ’Af r ique  de  l ’Oues t”

(BCEAO) .  The  cen t ra l  Af r i can  CFA zone  i s  t he  Cen t ra l  Af r i can

Economic  and  Mone ta ry  Communi ty  (CAEMC) ,  w i th  i t s  cen t r a l  bank

be ing  the  “ Banque  des  E t a t s  de  l ’Af r ique  Cen t ra l e”  (BEAC) .  The

WAEMU members  a r e  Ben in ,  Burk ina -Faso ,  Co te  d ’ Ivo i r e ,  Gu inea -

B i s sau ,  Ma l i ,  N ige r ,  Senega l ,  and  Togo  wh i l e  Cameroon ,  t he  Cen t r a l

Af r i can  Repub l i c ,  Chad ,  Congo ,  Equa to r i a l  Gu inea  and  Gabon  a re

members  o f  CAEMC.  Each  reg iona l  g roup ing  i s sues  i t s  own  CFA f ranc ,

bu t  t hey  a r e  exchangeab le  one - fo r -one  aga in s t  e ach  o the r .  The  two  CFA

francs  were ,  by  des ign ,  pegged  to  the  F rench  f r anc  a t  t he  same  r a t e .  The

conver t ib i l i t y  o f  t he  CFA f ranc  a t  i t s  pa r i ty  aga ins t  t he  F rench  f r anc

(100CFA=1FF)  was  p rov ided  by  t he  F rench  T rea su ry  t h rough  an

ope ra t ion  accoun t ,  whe re  ove rd ra f t s  were  po ten t i a l l y  un l imi t ed  (Masson

and P a t t i l l o ,  2 0 0 0 ) .

S ince  1999 ,  t he  CFA f ranc  has  been  pegged  to  the  Euro  v ia  i t s  F rench

f ranc  peg .  Th i s  change  l eads  to  ques t ions  conce rn ing  the  gua ran teed

conver t ib i l i t y  o f  t he  CFA f ranc  by  F rance ;  t he  economic  impac t  o f  t he
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E M U  o n  t h e  r e a l  e f f e c t i v e  e x c h a n g e  r a t e  o f  t h e  C F A  f r a n c ;  t h e  e x t e r n a l

compet i t iveness  o f  the  CFA f ranc  zone ;  and  how the  EMU wi l l  a f fec t  the

ongo ing  e f fo r t s  by  CFA f r anc  coun t r i e s  t o  enhance  the i r  r eg iona l

economic  and  mone ta ry  in tegra t ion .

Car re  (1997)  and  o the r  au tho r s  a rgue  tha t  t he  EMU wi l l  no t  cause  any

subs tan t ive  change  in  the  CFA f ranc  a r rangements ,  excep t  fo r  the

rep l acemen t  o f  t he  peg  aga ins t  t he  F rench  f r anc  wi th  a  peg  aga ins t  t he

Euro .  Ca r r e  no t e s  t ha t  t he  conve r t i b i l i t y  o f  t he  CFA f r anc  i s  p rov ided  by

the  F rench  Treasu ry  and  no t  by  the  F rench  cen t ra l  bank ,  and  tha t  t he

budge ta ry  r a the r  than  mone ta ry  na tu re  o f  the  a r rangement  makes  i t

compa t ib l e  w i th  t he  r equ i r emen t s  o f  t he  Maas t r i ch t  T rea ty .  Moreove r ,

the  CFA coun t r i e s  and  France  have  ind ica ted  the i r  i n t en t ion  to  ma in ta in

the  ex i s t i ng  a r r angemen t s  i n  t he  CFA f r anc  zone ,  i nc lud ing  the  pa r i t y  o f

the  CFA f ranc .

However ,  t he  above  a s ses smen t  was  cha l l enged  by  ce r t a in  au tho r s  who

sugges ted  tha t  the  l ink ing  o f  the  CFA f ranc  to  the  Euro  was  an  exchange

ra t e  a r r angemen t ,  wh ich  unde r  t he  Maas t r i ch t  T rea ty  needed  to  be

cons ide red  by  the  Counc i l  o f  Min i s t e r s .  Bes ides ,  Had jmichae l  and  Ga ly

(1997)  a rgue  tha t  t he  po ten t i a l  economic  consequences  fo r  t he  CFA

franc  coun t r i e s  cou ld  be  pos i t i ve  ove r  t he  l onge r  t e rm,  g iven  the  gene ra l

expec ta t ion  tha t  t he  c rea t ion  o f  t he  EMU would  be  l i ke ly  to  r e su l t  i n  a

s t ab le  Euro ,  l ow in f l a t ion  and  in t e re s t  r a t e s ,  and  s t ronge r  ou tpu t  g rowth

in  EMU coun t r i e s  t han  o the rwi se .

I t  i s  genera l ly  recognised  tha t  the  CFA f ranc  zone  does  no t  mee t  the

conven t iona l  c r i t e r i a  fo r  t he  fo rma t ion  o f  an  op t imum cu r rency  a rea ,

even  a f t e r  some  f i f t y  yea r s  o f  ex i s t ence .  In  1994 ,  t he  CFA coun t r i e s

dec ided  t o  deva lue  t he i r  cu r r ency  by  50  pe r  cen t ,  and  t o  imp lemen t

b road ly  r e s t r i c t i ve  i ncomes  and  c r ed i t  po l i c i e s ,  and  a  r ange  o f  s t r uc tu r a l

and  in s t i t u t iona l  r e fo rms .  Th i s  po l i cy  package ,  w i th  the  deva lua t ion  a s

the  c r i t i ca l  e l emen t ,  ha s  con t r ibu ted  to  a  r e sumpt ion  o f  g rowth  in  r ea l

pe r  cap i t a  incomes  in  the  CFA zone ,  and  i t s  in f l a t ion  ra t e  was  b rough t

down  to  s ing l e  d ig i t  l eve l  by  the  end  o f  1996  ( Had jmichae l  e t  a l ,  1995) .
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5 . 2 . 2 .  T h e  C F A  z o n e  a f t e r  t h e  d e v a l u a t i o n

Dur ing  t he  pe r iod  o f  1980-90 ,  t he  economic  and  f i nanc i a l  s i t ua t i on  o f

the  CFA zone  de t e r io ra t ed  a s  a  consequence  o f  two  ma jo r  shocks .  F i r s t ,

t he  zone ’ s  t e rms  o f  t r ade  de te r io ra t ed  by  abou t  f i f ty  pe r  cen t  du r ing  the

ha l f  o f  t he  1980s ,  owing  ma in ly  to  a  sha rp  d rop  in  wor ld  marke t  p r i ce s

fo r  i t s  ma jo r  expor t  commodi t i e s ,  p r inc ipa l ly  cocoa ,  co f fee ,  co t ton ,  and

pe t ro l eum.  Second ly ,  t he  ex t e rna l  compe t i t i venes s  o f  t he  zone  weakened

fu r the r  a s  a  r e su l t  o f  t he  marke t  app rec i a t i on  o f  t he  F rench  f r anc  aga ins t

the  cu r rency  o f  the  zone ’ s  o the r  ma jo r  t r ad ing  pa r tne r s .  A t  the  same

t ime ,  t he  zone  was  inc reas ing ly  hand icapped  by  a  number  o f  s t ruc tu ra l

and sec to ra l  r i g id i t i e s ,  pa r t i cu l a r ly  h igh  un i t  l abou r  cos t s .  Unde r  t he se

shocks ,  t he  zone ’ s  a t t r ac t iveness  to  fo re ign  inves to r s  d imin i shed

subs t an t i a l l y ,  de sp i t e  t he  advan tage  o f  s t ab l e  p r i ce s  and  exchange  r a t e s ,

and  cap i t a l  f l i gh t  i nc reased  apprec i ab ly .

Thus ,  in  1994 ,  the  four t een  Af r i can  member  coun t r i e s  o f  the  CFA f ranc

zone  dec ided  co l l e c t i ve ly  t o  b roaden  t he i r  ad ju s tmen t  s t r a t egy  t h rough  a

l a rge  change  in  t he  pa r i t y  o f  t he i r  cu r r enc i e s .  The  CFA f r anc  coun t r i e s

a l so  dec ided  to  s t r eng then  the i r  e f fo r t s  t owards  economic  in t eg ra t i on .

Bu t  a  pe r ce ived  need  t o  p r e se rve  t he  spec i a l  e conomic  and  po l i t i c a l

l i nks  t o  F rance  appea r s  t o  have  domina ted  the  dec i s ions  o f  po l i cymaker s

in  the  CFA f ranc  zone ,  a t  t he  cos t  o f  r eg iona l  economic  cons ide ra t ions .

These  l i nks  to  F rance  he lp  in  pa r t  t o  exp la in  the  p ro t r ac t ed  p rocess  o f

reach ing  a  consensus  on  the  need  fo r  a  deva lua t ion  o f  the  CFA f ranc

(Had jmichae l  and  Ga ly ,  1997) .  The  l a t t e r  au thor  po in ted  ou t  tha t  t he

deva lua t ion  en fo rced  the  e f fo r t s  t o  r a t i ona l i s e  economic  dec i s ions

wi th in  the  zone  and  to  g ive  p rominence  to  economic  cons ide ra t ions  ove r

po l i t i ca l  ones .

The  CFA f ranc  was  deva lued  by  f i f t y  pe r  cen t  i n  fo re ign  cu r rency  t e rms ,

f rom CFA 50  to  CFA 100  pe r  F rench  f r anc .  The  s i ze  o f  t he  pa r i t y  change

was  de t e rmined  on  the  bas i s  o f  s eve ra l  i nd i ca to r s  o f  t he  ex t en t  o f  t he

ove rva lua t ion  o f  t he  CFA f ranc ,  i nc lud ing  the  evo lu t ion  o f  t he  r ea l

e f f ec t ive  exchange  r a t e ,  t he  magn i tude  o f  the  de te r io ra t ion  in  the  t e rms
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of  t r ade ,  and  the  need  to  r e s to re  domes t i c  and  ex te rna l  equ i l ib r ium in

the  medium te rm.

The  cha l l enges  f ac ing  the  CFA f r anc  coun t r i e s  a f t e r  t he  deva lua t ion

were  conce rned  w i th  how to  t r ans l a t e  t he se  ea r ly  economic  succes se s  o f

the  zone  in to  long- t e rm ga ins .  The  s t r a t egy  adop ted  in  the  wake  o f  the

deva lua t ion  focused  on  the  managemen t  po l i c i e s  t ha t  a r e  cons i s t en t  w i th

the  new leve l  o f  the  exchange  ra t e  anchor ,  wi th  low in f l a t ion ,  and

ind ica t ed  tha t  supp ly  s ide  ac t ions  a re  conduc ive  to  a  gene ra t ion  and

a l l o c a t i o n  o f  r e s o u r c e s  t h a t  w i l l  p l a c e  t h e  c o u n t r i e s  o f  t h e  z o n e  o n  a

sus t a inab le  g rowth  pa th  (C lemen t ,  1997) .

In  add i t i on ,  complemen ta ry  s t ruc tu ra l  r e fo rms ,  a t  bo th  the  na t iona l  and

reg iona l  l eve l s ,  need  to  be  acce l e ra t ed  to  c r ea t e  an  env i ronmen t  t ha t

fos t e r s  p r iva t e  i n i t i a t i ve ,  un locks  the  po ten t i a l  fo r  economic

d ive r s i f i ca t i on ,  and  thus  r a i s e s  t he  r a t e  o f  g rowth  o f  po t en t i a l  ou tpu t .  I n

pa r t i cu la r ,  t he  r emova l  o f  imped imen t s  to  in t razone  goods  and  fac to r

mob i l i t y  shou ld  bu t t r e s s  t he  coun t r i e s ’  r e s i l i ence  r ega rd ing  ex t e rna l

shocks .

5 .3 .  The  Common Monetary  Area  (CMA)  or  Rand  Monetary  Area

( R M A )

5 . 3 . 1 .  B a c k g r o u n d

The  p re sen t  c lo se  mone ta ry  coope ra t ion  be tween  Sou th  Af r i ca ,  Leso tho ,

Namib ia  and  Swaz i l and  i s  based  on  the  mul t i l a t e ra l  Mone ta ry  Agreemen t

(MMA) ,  c r ea t i ng  a  Common  Mone ta ry  Area  be tween  the se  coun t r i e s .

Th i s  ag reement  has  had  a  long  h i s to r i ca l  deve lopment ,  wh ich  s t a r t ed

even  be fo re  the  Union  o f  Sou th  Af r i ca  was  fo rmed  in  1910 .  Af te r  the

es t ab l i shmen t  o f  the  Sou th  Af r i can  Rese rve  Bank  (SARB)  in  1921 ,  the

Sou th  Af r i can  pound  became  the  so l e  c i r cu la t ing  med ium and  l ega l

t ende r  in  the  geograph ica l  a r ea  tha t  i s  t oday  ca l l ed  the  CMA,  bu t  t hen

inc lud ing  Bechuana l and  (Bo t swana ) .
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Af te r  p ro t r ac t ed  nego t i a t ions ,  a  fo rma l  ag reemen t  was  s igned  in  1974

be tween  Sou th  Af r i ca ,  Swaz i l and  and  Leso tho ,  known  as  the  Rand

Mone ta ry  Area  ag reemen t ,  and  the  r and  r ema ined  l ega l  t ende r  in  a l l

t he se  coun t r i e s .  The  Common  Mone ta ry  Area  (CMA)  r ep l aced  the  RMA

in  Ju ly  1986  under  the  t e rms  o f  a  Tr i l a t e ra l  Mone ta ry  Area  Agreement

be tween  t he  t h r ee  coun t r i e s ,  a ccommoda t ing  changes  i n  t he  pos i t i on  o f

Swaz i l and .  Th i s  t r i l a t e r a l  ag reemen t  was  r ep l aced  by  the  p re sen t  MMA

in  1992 ,  when  Namib ia  fo rma l ly  jo ined  the  CMA,  o f  wh ich  i t  had  been  a

de  f ac to  member  f rom the  beg inn ing .

5 . 3 . 2 .  O b j e c t i v e s  o f  t h e  M M A

The  ma in  ob jec t ives  o f  t he  MMA can  be  summar i sed  a s  the  sus t a ined

economic  deve lopmen t  o f  t he  CMA,  wi th  spec ia l  emphas i s  on  the

advancemen t  o f  t he  l e s s  deve loped  member  s t a t e s  and  the  ob t a in ing  o f

equ i t ab l e  bene f i t s  fo r  a l l  members .  I t  i s  pa r t i cu l a r ly  i n t e re s t ing  to  no te

tha t  t he  MMA recogn i se s  t ha t  each  o f  t he  con t r ac t ing  pa r t i e s  i s

r e spons ib l e  fo r  i t s  own  mone ta ry  po l i cy  and  the  con t ro l  o f  i t s  f i nanc ia l

in s t i t u t ions .

5 . 3 . 3 .  A c h i e v e m e n t s  o f  t h e  C M A

One  o f  the  g rea tes t  benef i t s  o f  the  CMA ar rangement  i s  tha t  i t  p rov ides

p r i ce  s t ab i l i t y  in  the  domes t i c  economy.  By  pegg ing  the  domes t i c

cu r rency  to  the  cu r rency  o f  a  l ow in f l a t ion  coun t ry  (Sou th  Af r i ca ) ,  i t s

ab i l i t y  t o  ma in t a in  p r i ce  s t ab i l i t y  i s  enhanced ,  p rov ided  t ha t  t he r e  i s  a

s t rong  commi tmen t  on  the  pa r t  o f  t he  au tho r i t i e s  t o  ma in ta in  the

exchange  r a t e .  The  a r r angemen t  cons t r a ins  mone ta ry  expans ion ,

r e s t r a in s  exces s ive  gove rnmen t  spend ing ,  and  s ends  ou t  c r ed ib l e  s i gna l s

t o  p r i va t e  agen t s  abou t  p ro spec t s  f o r  i n f l a t i on .  As  s t a t ed  by

Mr Alweendo ,  t he  Gove rno r  o f  t he  Bank  o f  Namib i a  a t  t he  twen ty - f i f t h

ann ive r sa ry  o f  t he  CMA,  s ince  1993  the  domes t i c  i n f l a t i on  r a t e  i n

Namib ia  has  c lose ly  mi r ro red  the  p reva i l ing  ra t e  in  Sou th  Af r i ca .
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Anothe r  ma jo r  ach ievement  o f  the  CMA i s  tha t  i t  he lps  to  avo id

exchange  r a t e  f l uc tua t i ons  and  r educes  t he  un favourab l e  e f f ec t s  o f

exchange  ra te  uncer ta in ty  on  t r ade  and  inves tment .  Mr  A l w e e n d o  a d d s

tha t  Sou th  Af r i ca  i s  Namib ia ’ s  ma in  t r ad ing  pa r tne r ;  a  ma jo r  bene f i t  o f

CMA membersh ip  fo r  Namib ia  i s  t he  e l imina t ing  o f  unce r t a in ty

as soc i a t ed  w i th  exchange  r a t e  va r i ab i l i t y .  S ince  Namib ia  i s  a  ne t

impor t e r  o f  goods  and  se rv i ce s  f rom Sou th  Af r i ca ,  t he  bene f i t s  de r ived

f rom the  CMA membersh ip  may  in  th i s  respec t  be  l a rge .

5 .4 .  The  Eas t  Afr i can  Currency  Board  (EACB)

5 . 4 . 1 .  B a c k g r o u n d

The  Eas t  Af r i can  Cur rency  Board  (EACB)  was  the  con t inua t ion  o f  a

mone ta ry  a r rangement  se t  up  by  the  Br i t i sh  co lon ia l  power  in  Kenya ,

Tanzan ia ,  and  Uganda .  A l though  the  s t a tu t e s  o f  t he  EACB d id  no t

spec i fy  a  l ega l  min imum fo r  r e se rves ,  conve r t ib i l i t y  fo r  t he  Eas t  Af r i can

sh i l l ing  i s sued  by  the  EACB was  ensu red  by  a  100  pe r  cen t  r e se rve

cove r .  Gradua l ly ,  t he  EACB as sumed  the  l end ing  func t ions  o f  a  cen t r a l

bank .  I t  was  a l so  au tho r i sed  to  back  a  sma l l  po r t i on  o f  i t s  fo re ign

rese rves  wi th  Eas t  Af r i can  government  secur i t i e s  denomina ted  in  Eas t

Af r i ca  sh i l l i ngs ,  and  poss ib i l i t i e s  fo r  t he  EACB to  l end  to  gove rnmen t

and  the  p r iva te  sec to r  were  g radua l ly  inc reased  in  the  1960’s .

Af te r  t he  wi thd rawa l  o f  the  Br i t i sh  governmen t  f rom d i rec t  i nvo lvemen t

wi th  the  Board  in  1960 ,  the  governance  s t ruc tu re  o f  the  EACB was

changed  rad ica l ly  to  f i t  i n  wi th  the  new env i ronment  o f  independen t

member  s t a t e s .  Though  the re  i s  no  r ecord  o f  wr i t t en  vo t ing  ru le s ,  i n

p rac t i ce  t he  r ep re sen ta t i ves  o f  each  coun t ry  he ld  a  ve to  ove r  EACB

dec i s ions .

5 .4 .2 .  Monetary  po l i cy  a f ter  the  break-up  o f  the  EACB

Fol lowing  the  b reak -up  o f  t he  EACB in  1966 ,  a l l  t h r ee  Eas t  Af r i can

coun t r i e s  in i t i a l ly  r e t a ined  the i r  f ixed  peg  to  the  s t e r l ing  as  we l l  a s  fu l l



78

cu r r en t  a ccoun t  conve r t i b i l i t y ,  bu t  t hey  soon  abandoned  t he  f i xed  peg

fo l lowing  s t e r l i ng ’ s  deva lua t ion  aga ins t  t he  do l l a r  i n  1967  (S t a savage ,

2000) .  The  new na t iona l  cen t ra l  banks  were  no t  independen t ,  because

min i s t e r i a l  r ep resen ta t ives  had  subs t an t i a l  i n f luence  on  the i r  gove rn ing

boa rds ,  bu t  each  gove rnmen t  d id  e s t ab l i sh  ru l e s  t o  e i t he r  l im i t  cen t r a l

bank  l end ing  to  government s  o r  to  spec i fy  a  min imum leve l  o f  r e se rves .

The  Kenyan  cen t r a l  bank  s t a tu t e  adop ted  a  l imi t  on  cen t r a l  bank  c red i t

to  government  tha t  was  on ly  s l igh t ly  h igher  than  i t s  l imi t  under  the

EACB.  The  Bank  o f  Uganda  Ac t  l imi t ed  d i r ec t  advances  t o  15  pe r  cen t

o f  e s t ima ted  cur ren t  r evenues  fo r  the  f inanc ia l  yea r  in  which  the

advances  were  made ,  and  a l l  advances  were  to  be  r epa id  wi th in  th ree

months .  The  Bank  o f  Tanzan ia  Ac t  l imi t ed  the  d i r ec t  pu rchase  o f

gove rnmen t  s ecu r i t i e s  t o  25  pe r  cen t  o f  t he  gove rnmen t ’ s  ave rage  annua l

cu r ren t  r evenues  ove r  the  p reced ing  th ree  f i s ca l  yea r s .  In  add i t ion ,  t he

Bank  cou ld  make  advances  t o  gove rnmen t  equ iva l en t  t o  a  max imum o f

20  pe r  cen t  o f  i t s  r evenues ,  bu t  any  advances  had  to  be  r epa id  in  fu l l

w i th in  300  days .  The  45  pe r  cen t  o f  r evenue  tha t  cou ld  be  loaned

th rough  these  two  fac i l i t i e s  was  g rea te r  than  Tanzan ia ’ s  f iduc ia ry  l imi t

under  the  EACB bu t  con t ra ry  to  the  EACB ru les  were  o f  l imi ted

dura t ion .

Fo l lowing  the  d i s so lu t ion  o f  t he  fo rmer  EACB,  coun t r i e s  in  Eas t  Af r i ca

nego t i a t ed  a  T rea ty  tha t  e s t ab l i shed  the  Eas t  Af r i can  Communi ty  i n

2000 .  One  o f  t he  ob jec t ives  i s  t he  ha rmon i sa t ion  o f  mone ta ry  and  f i s ca l

po l i c i e s ,  wh ich  wou ld  encourage  the  c rea t ion  o f  a  mone ta ry  un ion .

5 .5 .   Benef i t s  and  cos t s  o f  monetary  un ion  in  Eas t  Afr ica

As  demons t r a t ed  i n  t he  p rev ious  chap te r s ,  i n  o rde r  t o  j o in  a  mone ta ry

un ion ,  coun t r i e s  mus t  have  s imi l a r  o r  f l ex ib le  economic  s t ruc tu res  to

suppor t  a  f ixed  exchange  r a t e  in  the  un ion .  They  mus t  a l so  be  su re  tha t

the  in s t i t u t ions  c rea t ed  to  ca r ry  ou t  t he  common  mone ta ry  po l i cy  a re

l ike ly  to  l ead  to  improved  po l i c i e s .
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The  bene f i t s  o f  a  f ixed  r a t e  be tween  coun t r i e s  o f  a  mone ta ry  un ion  t end

to  be  g rea t e r  i f  t he  coun t r i e s  conce rned  a l r eady  have  a  subs t an t i a l

amoun t  o f  t r ade  among  t hem,  s i nce  t r ansac t i on  cos t s  and  b i l a t e r a l

exchange  ra t e  f luc tua t ions  r e l a t ed  to  tha t  t r ade  wi l l  be  r educed .  The

more  a symmet r i c  t he  shocks  f ac ing  the  coun t r i e s ,  t he  g rea t e r  a r e  t he

cos t s  o f  a  f i xed  r a t e ,  i nc reas ing  the  a t t r ac t ion  o f  r e t a in ing  an

independen t  mone ta ry  and  exchange  r a t e  po l i cy  (De  Grauwe ,  1992) .

Coun t r i e s  a re  l e s s  l i ke ly  to  f ace  l a rge  a symmet r i c  shocks  r ega rd ing

te rms  o f  t r ade  i f  t hey  posses s  d ive r s i f i ed  economies  w i th  s imi l a r

s t ruc tu res .  In  the  Eas t  Af r i can  r eg ion ,  coun t r i e s  have  en joyed  c lose

commerc ia l ,  i ndus t r i a l  and  o the r  t i e s  fo r  many  yea r s ,  and  these

gove rnmen t s  a r e  de t e rmined  t o  con t inue  and  s t r eng then  t he se  l i nks

th rough  the  c rea t ion  o f  t he  Eas t  Af r i can  Common Marke t .  Tab le  5 .1

shows  the  l i nkages  be tween  these  economies ,  and  a s  Kr i chene  (1998 )

sugges ted ,  p r i ces  and  nomina l  exchange  ra t e s  in  the  r eg ion  a re  found  to

be  h igh ly  in t e rdependen t  t o  cons t i t u t e  an  in t eg ra t ed  t r ad ing  zone .  These

economies  a re  a t  s imi l a r  s t ages  o f  deve lopmen t ,  have  a  l abour  su rp lus ,

and  have  approx ima te ly  the  same  p roduc t iv i ty  and  wage  l eve l s .  Indeed ,

they  have  an  in tegra ted  t r anspor t  ne twork  fo r  merchand i ses  and

passenge r s ,  and  pa r t i c ipa t e  j o in t ly  i n  a  number  o f  r eg iona l  t r ade

a r r angemen t s .  They  a l so  have  s imi l a r  economic  and  in t e rna t iona l  t r ade

s t ruc tu re s ,  cha rac t e r i s ed  by  t he  impor t ance  o f  subs i s t ence  ac t i v i t i e s ,

p r imary  expor t s ,  pa r t i cu l a r ly  co f f ee  and  t ea  expo r t s ,  a s  we l l  a s  s imi l a r

consumpt ion  pa t t e rns .  These  common fea tu res  t end  to  suppor t  the

feas ib i l i ty  o f  e s t ab l i sh ing  a  mone ta ry  un ion  in  the  r eg ion .  In  genera l ,

t he  common  marke t  a l l ows  pa r t i c i pan t s  t o  r e ap  t he  advan t ages  o f

spec i a l i s a t ion  and  in t e rna t iona l  d iv i s ion  o f  l abour ,  and  to  exp lo i t

i n t e rna l  e conomies  o f  s ca l e .  Ex t e rna l  e conomies  o f  s ca l e  and  fo rward

and  backward  l i nkages  be tween  indus t r i e s  can  a l so  be  more  fu l ly

deve loped .
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Table  5 .1 .  D irec t ion  o f  t rade  matr ix  in  Eas t  Afr i ca .
( I n  m i l l i o n s  o f  U . S .  d o l l a r s )

I m p o r t e r s
E x p o r t e r s BUR KEN R W A T Z A U G A S S A
                  1 9 9 0

B u r u n d i  ( B U R ) - 2 1 0 1 6
K e n y a  ( K E N ) 20 - 75 22 1 9 0 4 3 6
R w a n d a  ( R W A ) 0 0 - 0 1 2
T a n z a n i a  ( T Z A ) 1 12 0 - 4 35
U g a n d a  ( U G A ) 0 0 3 1 - 12
S u b - S a h a r a n  A f r i c a
( S S A )

28 57 83 64 2 0 2 4 , 9 8 2

1 9 9 1
B u r u n d i  ( B U R ) - 6 1 0 1 12
K e n y a  ( K E N ) 4 - 9 34 46 1 6 7
R w a n d a  ( R W A ) 1 0 - 0 0 1
T a n z a n i a  ( T Z A ) 4 7 11 - 4 42
U g a n d a  ( U G A ) 0 1 0 1 - 3
S u b - S a h a r a n  A f r i c a
( S S A )

21 79 25 54 54 3 , 2 5 3

1 9 9 6
B u r u n d i  ( B U R ) - 1 3 4 0 9
K e n y a  ( K E N ) 6 - 35 2 3 9 3 0 6 8 2 6
R w a n d a  ( R W A ) 0 0 - 0 0 1
T a n z a n i a  ( T Z A ) 4 13 43 - 10 1 0 9
U g a n d a  ( U G A ) 0 0 1 2 - 6
S u b - S a h a r a n  A f r i c a
( S S A )

15 78 90 2 8 3 3 2 1 6 , 3 4 1

1 9 9 7
B u r u n d i  ( B U R ) - - - - - -
K e n y a  ( K E N ) 5 - 59 2 3 9 2 8 0 7 7 4
R w a n d a  ( R W A ) - - - - - -
T a n z a n i a  ( T Z A ) 1 24 6 - 7 79
U g a n d a  ( U G A ) - - - - - -
S u b - S a h a r a n  A f r i c a
( S S A )

14 3 4 9 72 3 5 0 3 2 1 5 , 6 7 0

2 0 0 0
B u r u n d i  ( B U R ) - 6 2 0 0 6
K e n y a  ( K E N ) 7 - 53 85 3 5 0 7 8 0
R w a n d a  ( R W A ) 1 0 - 0 0 3
T a n z a n i a  ( T Z A ) 12 38 4 - 25 1 3 5
U g a n d a  ( U G A ) 0 1 2 5 - 22
S u b - S a h a r a n  A f r i c a
( S S A )

34 2 9 8 78 3 2 7 4 3 1 1 1 , 3 1 7

2 0 0 1
B u r u n d i  ( B U R ) - 3 2 0 1 6
K e n y a  ( K E N ) 8 - 59 93 3 8 6 7 6 3
R w a n d a  ( R W A ) 0 0 - 0 0 11
T a n z a n i a  ( T Z A ) 10 42 5 - 28 1 2 9
U g a n d a  ( U G A ) 0 1 2 6 - 12
S u b - S a h a r a n  A f r i c a
( S S A )

24 2 9 7 88 3 1 9 4 7 8 9 , 5 8 8

                  2 0 0 2
B u r u n d i  ( B U R ) - 3 2 0 1 7
K e n y a  ( K E N ) 9 - 64 87 4 1 9 8 1 7
R w a n d a  ( R W A ) 0 0 - 0 0 2
T a n z a n i a  ( T Z A ) 7 35 4 - 5 1 3 0
U g a n d a  ( U G A ) 0 1 2 2 - 9
S u b - S a h a r a n  A f r i c a
( S S A )

24 3 2 1 92 3 1 3 4 9 2 1 0 , 7 0 6

S o u r c e :  W o r l d  B a n k ,  A f r i c a n  D e v e l o p m e n t  I n d i c a t o r s ,  v a r i o u s  i s s u e s .
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However ,  i n  Eas t  Af r i ca ,  t he  uneven  and  inequ i t ab l e  d i s t r i bu t ion  o f

indus t r i a l  ac t iv i ty  r ema ins  a  ma jo r  p rob lem fac ing  the  member  s t a t e s .

Bu t  even  in  t he  deve loped  economies  ( such  a s  t he  European  Un ion ) ,

r eg iona l  imba lances  in  the  d i s t r ibu t ion  o f  indus t ry  a re  common.  I t  i s

t he r e fo r e  a rguab l e  t ha t  t he  e s sen t i a l  s t r eng th  o r  weaknes s  o f  a  common

marke t  i s  found  in  the  po l i c i e s  adop ted  to  ensure  a  more  ba lanced  o r

equ i t ab le  d i s t r ibu t ion  o f  indus t ry  i f  t h i s  i s  t hough t  to  be  necessa ry  o r

des i r ab le .  I f  one  o r  more  coun t r i e s  have  deve loped  indus t r i a l ly  t o  a  f a r

g rea t e r  ex t en t  t han  the  o the r  member  s t a t e s  (Kenya  and  Rwanda  o r

Burund i ) ,  and  i f  measures  a re  no t  t aken  to  coun te rac t  th i s ,  t he  mone ta ry

un ion  may  f ace  the  poss ib i l i t y  o f  f a i l u re  o r  an  inequ i t ab l e  amoun t  o f

t r ade  tha t  wi l l  nu l l i fy  the  benef i c i a l  deve lopment  o f  the  un ion .

Asymmet ry  o f  shocks  fo r  coun t r i e s  i n  Eas t  Af r i ca  whose  expor t s  a r e

p r imary  commodi t i e s  s t ems  f rom the  t e rms  o f  t r ade .  These  shocks  a re

no t  we l l  co r re l a t ed ,  due  to  some  d i f f e rences  in  commodi ty  expor t s ,  and

the  f ac t  tha t  the  wor ld  p r i ces  o f  the  va r ious  commodi t i e s  do  no t  move  in

con junc t ion  wi th  each  o the r .  A l though  mos t  p r imary  commodi t i e s  a r e

common  to  a  number  o f  coun t r i e s  i n  t he  r eg ion  -  co f f ee ,  t ea ,  co t ton ,  f i sh

p roduc t s  -  o the r s  a r e  found  in  on ly  one  o r  two  coun t r i e s  (pe t ro l eum in

Kenya  and  go ld  in  Tanzan ia ) .  Rwanda  and  Burund i  a re  each  dependen t

on  a  s ing le  commodi ty  -  t ea  and  co f fee  -  fo r  50  pe r  cen t  o r  more  o f  the i r

expor t  ea rn ings .
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Table  5 .2 .  Commodi t i e s  expor t s  in  Eas t  Afr i ca
( I n  m i l l i o n s  o f  U . S .  d o l l a r s )

Y e a r s 1 9 9 7 1 9 9 8 1 9 9 9 2 0 0 0 2 0 0 1 2 0 0 2
Kenya

T o t a l  e x p o r t s 2 , 0 6 0 2 , 0 1 2 1 , 7 5 5 1 , 7 7 3 1 , 8 8 1 2 , 0 1 7
  C o f f e e 2 9 6 2 1 2 1 7 2 1 5 4 94 83
  T e a 4 0 6 5 4 6 4 7 2 4 6 3 4 3 5 4 3 7
  P e t r o l e u m  p r o d u c t s 1 7 0 1 4 9 1 3 8 1 2 7 1 7 7 1 5 8
  P y r e t h r u m 27 12 9 9 13 11
  H o r t i c u l t u r e 1 4 6 1 6 1 1 7 3 2 0 9 2 4 1 2 7 6
  C e m e n t 40 24 18 18 13 17
  S o d a  a s h 23 20 18 19 25 27
  H i d e s  &  s k i n s 13 11 10 12 16 14
  F r u i t s &  v e g e t a b l e s 65 63 60 45 53 59
  O t h e r  e x p o r t s 8 7 5 8 1 4 6 8 5 7 1 7 8 1 5 9 3 6

Tanzania
T o t a l  e x p o r t s 7 4 3 . 4 5 8 1 . 7 5 1 5 . 7 6 4 7 . 7 7 5 7 . 4 9 0 2 . 5
  C o f f e e 1 1 9 . 3 1 0 8 . 7 7 6 . 6 8 3 . 7 5 7 . 1 3 6 . 9
  C o t t o n 1 3 0 . 4 4 7 . 6 2 8 . 5 3 8 . 0 3 3 . 7 3 1 . 9
  T e a 3 1 . 8 3 0 . 4 2 4 . 6 3 2 . 7 2 9 . 0 2 6 . 4
  T o b a c c o 5 3 . 6 5 5 . 4 4 3 . 4 3 8 . 4 3 5 . 7 4 3 . 0
  C a s h e w  n u t s 9 1 . 1 1 0 7 . 3 1 0 0 . 9 8 4 . 4 5 6 . 6 3 7 . 4
  F i s h 5 6 . 3 7 4 . 3 5 6 . 7 7 6 . 3 9 6 . 8 1 0 8 . 3
  H o r t i c u l t u r e 5 . 2 8 . 6 8 . 9 9 . 7 1 1 . 0 1 1 . 4
  M i n e r a l  &  m e t a l s 5 1 . 0 2 5 . 4 7 3 . 3 1 7 8 . 2 3 0 2 . 2 3 4 9 . 5
    O f  w h i c h  g o l d 1 . 3 3 . 0 3 4 . 8 1 1 2 . 7 2 5 4 . 1 3 1 1 . 2
  M a n u f a c t u r e d  g o o d s 1 1 1 . 3 3 5 . 7 3 0 . 1 4 3 . 4 5 6 . 2 6 4 . 2
  O t h e r  e x p o r t s 9 3 . 2 8 7 . 2 7 2 . 7 6 2 . 9 7 9 . 2 1 9 3 . 5

U g a n d a
T o t a l  e x p o r t s 6 7 0 . 9 4 5 9 . 4 5 4 9 . 1 4 5 2 . 7 4 4 5 . 7 4 7 5 . 5
  C o f f e e 3 6 5 . 6 2 6 9 . 9 3 0 6 . 7 1 8 6 . 8 1 0 9 . 7 8 5 . 2
  C o t t o n 2 5 . 5 1 1 . 4 1 0 . 8 2 2 . 5 1 4 . 1 1 3 . 3
  T e a 1 2 . 0 3 5 . 0 2 2 . 7 3 1 . 9 3 5 . 9 2 6 . 9
  F i s h  p r o d u c t s 3 4 . 6 2 8 . 0 4 7 . 6 1 8 . 6 5 0 . 1 8 0 . 8
  C e r e a l 1 6 . 3 8 . 1 5 . 9 4 . 0 6 . 1 1 3 . 1
  B e a n s 5 . 9 2 . 2 4 . 6 4 . 8 2 . 0 1 . 4
  O t h e r  e x p o r t s 2 1 0 . 9 1 0 4 . 9 1 5 0 . 8 1 8 5 . 0 2 2 3 . 8 2 2 3 . 4

Rwanda
T o t a l  e x p o r t s 9 3 . 0 6 4 . 1 6 2 . 0 6 9 . 0 9 3 . 2 6 7 . 2
  C o f f e e 4 5 . 3 2 8 . 1 2 6 . 5 2 2 . 5 1 9 . 3 1 4 . 5
  T e a 2 0 . 6 2 2 . 9 1 7 . 5 2 4 . 3 2 2 . 7 2 2 . 0
  C a s s i t e r i t e  a n d  t i n 1 . 0 0 . 4 1 . 2 1 . 0 1 . 1 1 . 4
  C o l t a n 2 . 7 2 . 5 4 . 6 1 1 . 3 4 1 . 1 1 3 . 9
  W o l f r a m 0 . 1 0 . 2 0 . 1 0 . 3 0 . 4 0 . 5
  H i d e s  a n d  s k i n s 4 . 6 2 . 0 0 . 5 0 . 4 0 . 7 0 . 5
  P y r e t h r u m  a n d
  Q u i n q u i n a

3 . 4 0 . 9 0 . 3 0 . 0 1 . 8 1 . 0

  O t h e r  e x p o r t s 1 5 . 3 7 . 1 1 1 . 3 9 . 2 6 . 1 1 3 . 5
Burundi

T o t a l  e x p o r t s 8 7 . 4 6 3 . 9 5 5 . 0 4 9 . 1 3 9 . 2 3 1 . 2
  C o f f e e 7 6 . 6 5 1 . 0 4 2 . 0 3 3 . 9 1 9 . 7 1 6 . 7
  T e a 9 . 0 1 0 . 9 1 0 . 8 1 2 . 1 1 0 . 6 8 . 9
  H i d e s  a n d  s k i n s 0 . 1 0 . 1 0 . 1 0 . 1 0 . 1 0 . 0
  M a n u f a c t u r e d  p r o d 0 . 6 1 . 0 1 . 1 2 . 4 4 . 6 4 . 1
  O t h e r  e x p o r t s 1 . 1 0 . 9 0 . 9 0 . 6 4 . 2 1 . 5
S o u r c e :  I M F  C o u n t r y  R e p o r t  2 0 0 3 .



83

A b roade r  a s se s smen t  o f  t he  poss ib i l i t y  o f  a symmet r i c  shocks  h i t t i ng  the

e c o n o m i e s  o f  t h e  r e g i o n  c a n  b e  o b t a i n e d  b y  c o m p a r i n g  p r o d u c t i o n

s t ruc tu res .

Table  5 .3 .  Eas t  Afr i can  countr i e s :  Produc t ion  s t ruc ture  in  2002

C o u n t r i e s R e a l  G D P

( U S  $

m i l l i o n )

A g r i c u l t u r e

V a l u e

A d d e d  ( %

o f  G D P )

I n d u s t r y

V a l u e  A d d e d

( %  o f  G D P )

M a n u f a c t u r i n g

V a l u e  A d d e d

( %  o f  G D P )

S e r v i c e s

V a l u e

A d d e d  ( %

o f  G D P )

K e n y a 1 0 , 0 9 8 1 9 1 8 1 3 6 3

U g a n d a 8 , 8 3 3 3 6 2 1 1 0 4 3

T a n z a n i a 7 , 2 8 7 4 5 1 6 7 3 9

R w a n d a 2 , 4 0 5 4 0 2 2 1 0 3 8

B u r u n d i 1 , 0 1 2 5 6 1 9 1 3 2 5

S o u r c e :  W o r l d  B a n k ,  W o r l d  D e v e l o p m e n t  I n d i c a t o r s ,  2 0 0 4 .

The  p roduc t ion  s t ruc tu re  i s  qu i t e  va r i ed  ac ros s  coun t r i e s .  Whi l e  mos t  a r e

heav i ly  ag r i cu l tu ra l ,  t he  sha re  o f  ag r i cu l tu re  in  the  GDP in  2002  ranges

f rom 56  pe r  cen t  i n  Burund i  to  19  pe r  cen t  i n  Kenya .  There  a re

d i f f e rences  i n  t he  sha re  o f  s e rv i ces  i n  t he  GDP,  be tween  Kenya  (63%) ,

Uganda  (43%) ,  Tanzan ia  (39%) ,  Rwanda  (38%) ,  and  Burund i  (25%) .

Labour  mobi l i ty  i s  l ow be tween  coun t r i e s  o f  the  r eg ion ,  bu t  the re  a re

t r ad i t i ona l  mig ra to ry  and  t r ad ing  pa t t e rns  be tween  some  coun t r i e s

(Rwanda  and  Burund i ,  o r  Kenya  and  Uganda )  t ha t  cu t  a c ros s  na t i ona l

boundar i e s .  The  Eas t  Af r i can  Communi ty  (Kenya ,  Tanzan ia ,  and

Uganda)  has  a l so  f ac i l i t a t ed  mobi l i ty  by  e l imina t ing  v i sa  r equ i remen t s ,

bu t  c i t i zens  o f  one  EAC coun t ry  seek ing  to  e s t ab l i sh  r e s idency  in

ano the r  EAC coun t ry  s t i l l  s eem to  encoun te r  admin i s t r a t i ve  d i f f i cu l t i e s .

Bes ides ,  t he  s t ruc tu re  o f  i n t r a - r eg iona l  t r ade  ( t ab l e  5 .4 )  shows  tha t ,

du r ing  t he  pe r iod  o f  1990-2002 ,  i n t r a - r eg iona l  t r ade  r anged  be tween  3 .2

pe r  cen t  and  12 .3  pe r  cen t  o f  t he  r eg ion ’ s  impor t s  and  7 .1  pe r  cen t  and

21 .0  pe r  cen t  o f  t he  r eg ion’ s  expor t s .  These  r a t io s  a re  impor t an t

cons ide r ing  the  a symmet r i c  shocks  tha t  can  f ace  the  r eg ion .  The  inc rease

of  in t r a - r eg iona l  t r ade  ove r  t ime ,  bo th  in  t e rms  o f  va lue  and  r e l a t ive
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impor t ance ,  w i l l  s t r eng then  t he  bene f i t s  o f  a  f i xed  r a t e  be tween

coun t r i e s  in  the  r eg ion  and  r educe  b i l a t e ra l  exchange  r a t e  f luc tua t ion .

Moreove r ,  t he  compos i t i on  o f  t r ade  domina ted  by  manufac tu re ,  a s

r e f l ec t ed  by  the  p redominan t  t r ade  pos i t i on  o f  t he  r e l a t ive ly  more

indus t r i a l i s ed  coun t r i e s  Kenya  and  Tanzan i a ,  a l so  i nc ludes  p r imary

produc t s .  Th i s  wi l l  l imi t  a symmet r i c  t e rms  o f  t r ade  shocks  and

encourage  coun t r i e s  i n  t he  r eg ion  t o  adop t  po l i c i e s  t ha t  w i l l  en su re  a

more  ba l anced  d i s t r i bu t ion  o f  i ndus t ry  i f  t he  p roposed  mone ta ry  un ion

wou ld  be  s t rong  and  du rab le .
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Table  5 .4 .  In tra -reg iona l  Expor t s  and  Import s  in  Eas t  Afr i ca .

( I n  m i l l i o n s  o f  U . S .  d o l l a r s )

C o u n t r i e s C o u n t r y
e x p o r t s
t o  R e g i o n

( 1 )

T o t a l
c o u n t r y
e x p o r t s

( 2 )

C o u n t r y
i m p o r t s
f r o m
R e g i o n

( 3 )

T o t a l
c o u n t r y
i m p o r t s

( 4 )

( 1 ) / ( 2 )
i n  %

( 3 ) / ( 4 )
i n  %

              1 9 9 0
B u r u n d i 4 73 21 1 8 9 5 . 4 1 1 . 1
K e n y a 3 0 7 9 9 7 14 1 , 9 9 2 3 0 . 7 0 . 7
R w a n d a 1 1 0 3 79 2 2 8 0 . 9 3 4 . 6
T a n z a n i a 17 3 8 9 23 1 , 3 4 6 4 . 3 1 . 7
U g a n d a 4 2 1 0 1 9 6 5 8 4 1 . 9 3 3 . 5
T o t a l  f o r  R e g i o n 3 3 3 1 , 7 7 2 3 3 3 4 , 3 3 9 1 8 . 7 7 . 6

1 9 9 1
B u r u n d i 8 90 9 1 9 6 8 . 8 4 . 5
K e n y a 93 1 , 0 5 6 14 1 , 6 8 6 8 . 8 0 . 8
R w a n d a 1 96 21 2 2 8 1 . 0 9 . 2
T a n z a n i a 26 3 9 4 35 1 , 3 8 1 6 . 5 2 . 5
U g a n d a 2 1 7 6 51 5 4 5 1 . 1 9 . 3
T o t a l  f o r  R e g i o n 1 3 0 1 8 1 2 1 3 0 4 , 0 3 6 7 . 1 3 . 2

1 9 9 6
B u r u n d i 8 40 10 1 0 0 2 0 . 0 1 0 . 0
K e n y a 5 8 6 2 , 0 8 3 14 2 , 5 1 2 2 8 . 1 0 . 5
R w a n d a 0 62 82 2 1 3 0 . 0 3 8 . 4
T a n z a n i a 70 6 9 6 2 4 5 1 , 3 7 0 1 0 . 0 1 7 . 8
U g a n d a 3 5 9 0 3 1 6 1 , 2 1 8 0 . 5 2 5 . 9
T o t a l  f o r  R e g i o n 6 6 7 3 , 4 7 1 6 6 7 5 , 4 1 3 2 1 . 0 1 2 . 3

1 9 9 7
B u r u n d i 0 87 6 96 0 . 0 6 . 2
K e n y a 5 8 3 2 , 0 6 0 24 2 , 9 4 4 2 8 . 3 0 . 8
R w a n d a 0 93 65 2 7 7 0 . 0 2 3 . 4
T a n z a n i a 38 7 4 3 2 3 9 1 , 3 8 8 5 . 1 1 7 . 2
U g a n d a 0 6 7 1 2 8 7 8 9 9 0 . 0 3 1 . 9
T o t a l  f o r  R e g i o n 6 2 1 3 , 6 5 4 6 2 1 5 , 6 0 4 1 6 . 9 1 1 . 0

2 0 0 0
B u r u n d i 8 55 20 1 0 8 1 4 . 5 1 8 . 5
K e n y a 4 9 5 1 , 7 5 5 45 3 , 0 4 5 2 8 . 2 1 . 4
R w a n d a 1 69 61 2 4 0 1 . 4 2 5 . 4
T a n z a n i a 79 6 4 8 90 1 , 3 3 7 1 2 . 1 6 . 7
U g a n d a 8 4 5 3 3 7 5 9 7 8 1 . 7 3 8 . 4
T o t a l  f o r  R e g i o n 5 9 1 2 , 9 8 0 5 9 1 5 , 7 0 8 1 9 . 8 1 0 . 3

2 0 0 1
B u r u n d i 6 39 18 1 0 8 1 5 . 3 1 6 . 6
K e n y a 5 4 6 1 , 8 8 1 46 3 , 1 1 4 2 9 . 0 1 . 4
R w a n d a 0 93 68 2 5 5 0 . 0 2 6 . 6
T a n z a n i a 85 7 5 7 99 1 , 4 9 2 1 1 . 2 6 . 6
U g a n d a 9 4 4 6 4 1 5 9 7 3 2 . 0 4 2 . 6
T o t a l  f o r  R e g i o n 6 4 6 3 2 1 6 6 4 6 5 , 9 4 2 2 0 . 0 1 0 . 8

2 0 0 2
B u r u n d i 6 48 16 1 1 5 1 2 . 5 1 3 . 9
K e n y a 5 7 9 2 , 1 6 9 39 3 , 0 5 8 2 6 . 6 1 . 2
R w a n d a 0 67 72 2 3 4 0 . 0 3 0 . 7
T a n z a n i a 51 9 0 3 89 1 , 5 1 4 5 . 6 5 . 8
U g a n d a 5 4 7 4 4 2 5 1 , 0 6 6 1 . 0 3 9 . 8
T o t a l  f o r  R e g i o n 6 4 1 3 , 6 6 1 6 4 1 5 , 9 8 7 1 7 . 5 1 0 . 7

S o u r c e :  W o r l d  B a n k ,  A f r i c a n  D e v e l o p m e n t  I n d i c a t o r s ,  v a r i o u s  i s s u e s .
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In  a  mone ta ry  un ion ,  the re  i s  a  mechan i sm tha t  he lps  to  cush ion

d i f f e ren t  shocks  h i t t i ng  d i f f e ren t  r eg ions .  Tha t  mechan i sm can  be

ope ra t iona l i s ed  by  c rea t ing  a  fund  tha t  wou ld  make  t r ans fe r s  among  the

converg ing  economies  in  the  un ion .  The  fund  wou ld  func t ion  a s  fo l lows :

coun t r i e s  s eek ing  to  d raw on  fund  r e sou rces  wou ld  be  ob l iged  to  submi t

app l i ca t ions  tha t  wou ld  ind ica te  the i r  p roposed  measures  fo r  address ing

the  ad ju s tmen t  p rob l ems  caused  by  shocks  t o  t he i r  e conomies .  Fo r  such  a

fund  to  func t ion ,  the  commi tmen t  o f  each  coun t ry  to  he lp  i t s  ne ighbours

mus t  be  s t rong .

5 .6 .  Condi t ions  for  monetary  s tab i l i ty  in  Eas t  Afr i ca

Mone ta ry  s t ab i l i t y  w i th in  a  r eg ion  r equ i r e s  an  i nves tmen t  i n  bu i ld ing

ins t i t u t i ons  capab le  o f  gua ran tee ing  i r r evocab ly  f i xed  exchange  r a t e s

and  a  s ing l e  mone ta ry  po l i cy .  In  c r ea t ing  a  mone ta ry  un ion ,  gove rnmen t s

in  the  f ive  Eas t  Af r i can  coun t r i e s  shou ld  know the  impl ica t ions  tha t

cou ld  r e su l t  f rom a  cu r r ency  un ion .  F i r s t ,  a  cu r r ency  un ion  r educes

nomina l  f l ex ib i l i t y  r e l a t i ve  t o  a  f i xed  bu t  ad jus t ab l e  exchange  r a t e .

Second ly ,  Masson  and  P a t t i l l o  ( 2 0 0 0 )  a r g u e  t h a t  s u p r a n a t i o n a l

in s t i t u t i ons  may  cons t i t u t e  an  “agency  o f  r e s t r a in t ” ,  so  t ha t  a  mone ta ry

un ion  can  improve  t he  s t ab i l i t y  o f  mone ta ry  po l i cy ,  p rov ided  t he  cen t r a l

bank  i s  g iven  the  independence  and  ins t ruments  tha t  a l low i t  t o  ach ieve

i t s  ob jec t ives .

Gene ra l ly  i n  Af r i ca ,  na t iona l  cen t r a l  banks  a re  no t  i ndependen t  o f  f i s ca l

au tho r i t i e s  t ha t  a r e  myop ic  and  conce rned  p r imar i l y  w i th  f i nanc ing  the i r

expend i tu re s .  I n  t he  absence  o f  o the r  sou rces  o f  f i nanc ing ,  t hey  may

turn  to  the  cen t ra l  bank ;  h ighe r  t han  des i r ab le  i n f l a t i on  f r equen t ly

resu l t s .  However ,  Ba r ro  and  Gordon  (1983)  a rgue  tha t  even  independen t

cen t r a l  banks  may  f ace  incen t ives  to  c rea t e  excess ive  in f l a t ion .  They

add  tha t ,  i f  a  cen t r a l  bank  uses  an  expans iona ry  mone ta ry  po l i cy  to

a t t empt  to  co r rec t  a  d i s to r t ion  in  the  economy,  caus ing  excess ive

unemploymen t ,  bu t  t he  p r i va t e  s ec to r  co r r ec t l y  an t i c i pa t e s  t he  cen t r a l

bank’s  ac t ions ,  unemployment  wou ld  f a i l  t o  improve  whi l e  in f l a t ion

would  r i se .
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Accord ing  t o  t he  IMF coun t ry  r epo r t  ( 2000 )  on  t he  f i ve  Eas t  Af r i can

economies ,  a l l  na t i ona l  cen t r a l  banks  a r e  cons t i t u t i ona l ly  i ndependen t  o f

the  f i s ca l  au tho r i t i e s ,  excep t  t he  Na t iona l  Bank  o f  Burund i .  Burund i ’ s

gove rnmen t  has  i n i t i a t ed  a  p rog ramme o f  economic  r e fo rm wi th  the  a id

o f  t he  IMF,  and  one  o f  t he  r e fo rms  focuses  on  the  s t a tu t e  o f  t he  cen t r a l

bank  and  i t s  au tonomy f rom the  f i s ca l  au tho r i ty .  Mak ing  na t iona l  banks

more  independen t  i s  impor tan t ,  s ince  they  wi l l  con t inue  to  ex i s t  and

have  some  in f luence  on  mone ta ry  po l i cy  du r ing  the  t r ans i t i on  pe r iod

preced ing  the  c rea t ion  o f  a  sup rana t iona l  cen t r a l  bank .  The  l a t t e r  w i l l ,

i n  p r inc ip l e ,  p rov ide  a  cons t r a in t  on  na t iona l  cen t r a l  banks ,  mak ing  i t

ea s i e r  fo r  t he  mone ta ry  au tho r i t i e s  t o  r e s i s t  p re s su re s  t o  f i nance  any

pa r t i cu la r  gove rnmen t ’ s  f i s ca l  de f i c i t .

Go ing  in  the  o the r  d i r ec t ion ,  however ,  member  s t a t e s  in  a  mone ta ry

un ion  may  encourage  gove rnmen t s  t o  a l l ow  f i s ca l  pos i t i ons  t o  ge t  ou t  o f

hand ,  e i t he r  w i th  t he  expec t a t i on  t ha t  t hey  w i l l  be  ba i l ed  ou t ,  o r  because

the  cos t s ,  i n  t e rms  o f  h ighe r  i n t e re s t  r a t e s  o r  an  ove r  app rec i a t ed

exchange  ra t e ,  w i l l  be  sha red  by  o the r  coun t r i e s  in  the  un ion ,  and  no t

in te rna l i sed  in  the  h igh  de f ic i t  coun t ry .  To  avo id  th i s ,  the  EMU has

imposed  s t r i c t  r u l e s  t o  p reven t  mone ta ry  f i nanc ing  o r  ba i lou t s  o f

gove rnmen t s  and  an  e l abo ra t e  p rocedure  t o  p reven t  exces s ive

gove rnmen t  de f i c i t s  (Masson  and  Pa t t i l l o ,  2000) .

Gu i l l aume  and  S ta savage  (2000)  cons ide r  i n  some  de ta i l  t he  expe r i ence

of  commi tmen t  to  f inanc ia l  s t ab i l i ty .  They  a rgue  tha t  mone ta ry  un ions

can  e f f ec t i ve ly  p rov ide  t ha t  commi tmen t ,  bu t  on ly  i f  t hey  s a t i s fy  t h r ee

cond i t ions :  (1 )  any  ex i t  f rom the  un ion  mus t  be  made  cos t ly  by  the  loss

o f  t he  o the r  bene f i t s  o f  r eg iona l  i n t eg ra t i on  o r  o f  a s s i s t ance  f rom

indus t r i a l i s ed  coun t r i e s ;  (2 )  gove rnmen t  s t ruc tu re s  mus t  be  des igned  to

en fo rce  mone t a ry  ru l e s ;  ( 3 )  a t t emp t s  by  one  coun t ry  t o  b r eak  t he  ru l e s  o f

the  un ion  mus t  be  ac t ive ly  opposed  by  o the r  governments  in  the  un ion .

Thus ,  t he  Eas t  Af r i can  coun t r i e s  wi l l  be  more  l ike ly  to  bu i ld  a

success fu l  and  du rab le  mone ta ry  un ion  i f  t he  l a t t e r  i s  accompan ied  by

para l l e l  l i nkages  and  ag reement s  tha t  make  ex i t  cos t ly .  I t  w i l l  r equ i re

a l so  bo th  ca re fu l ly  d ra f t ed  fo rma l  ru l e s  on  mone ta ry  f inanc ing  and  the
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expe r i ence  o f  pee r  p r e s su re  t o  ensu re  de  f ac to  mone ta ry  and  f i s ca l

d i sc ip l ine .

5 .7 .  Convergence  cr i t er ia  towards  monetary  un ion  in  Eas t  Afr i ca

A h igh  deg ree  o f  economic  and  mone ta ry  i n t eg ra t i on  r equ i r e s  a  common

cur rency  tha t  i n  t u rn  r equ i r e s  macro -economic  po l i cy  conve rgence ,  a s

shown  by  the  European  Un ion  and  the  i n t roduc t ion  o f  t he  Euro .

Fo l lowing  the  example  o f  t he  above -men t ioned  un ion ,  conve rgence

c r i t e r i a  a r e  impor t an t  fo r  coun t r i e s  w i th  d i f f e ren t  economic

env i ronments  to  be  ab le  to  in tegra te  and  fo rm a  mone ta ry  un ion .  To

ensure  the  v iab i l i ty  o f  any  fu tu re  economic  un ion  fo r  a  r eg ion ,

mac roeconomic  conve rgence  shou ld  be  ach i eved  f i r s t .

Th i s  s ec t ion  wi l l  examine  the  economic  ind ica to r s  s imi l a r  t o  t hose  used

in  the  EMU and  app ly  them in  the  con tex t  o f  t he  f ive  Eas t  Af r i can

coun t r i e s ’  cu r r en t  economic  env i ronmen t .  These  inc lude  g ros s  domes t i c

p roduc t  (GDP) ,  i n f l a t i on ,  deb t  and  budge t  de f i c i t .
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Table  5 .5 .  Se l ec t ed  economic  ind ica tors  o f  Eas t  Afr i can  countr i e s

A v e r a g e
a n n u a l %

Y e a r s 1 9 9 6 1 9 9 7 1 9 9 8 1 9 9 9 2 0 0 0 2 0 0 1 2 0 0 2 G r o w t h
9 6 - 2 0 0 2

Kenya
P o p u l a t i o n  ( m i l l i o n ) 3 1 . 3
G N I  p e r  c a p i t a  ( U S  $ ) 3 6 0
R e a l  G D P
( U S  $  m i l l i o n )

9 , 4 2 2 9 , 6 1 7 9 , 7 7 3 9 , 9 0 0 9 , 8 8 4 9 , 9 9 3 1 0 , 0 9 8 1 . 7

C o n s u m e r  p r i c e  i n d e x
( I n d e x  1 9 9 5  =  1 0 0 ) 1 0 8 . 9 1 2 1 . 2 1 2 9 . 4 1 3 6 . 8 1 5 0 . 5 1 5 9 . 1 1 6 2 . 2 7 . 2
I n t e r e s t  r a t e  i n  % * * * 3 3 . 8 3 0 . 2 2 9 . 5 2 2 . 4 2 2 . 3 1 9 . 7 1 8 . 5 2 5 . 6
B u d g e t  d e f i c i t  t o
G D P  i n  %  * - 1 . 9 - 2 . 0 - 1 . 1 - 0 . 1 - 2 . 7 - 5 . 1 - 0 . 4 - 1 . 7
E x t e r n a l  d e b t
( U S  $  m i l l i o n )

6 , 9 3 1 6 , 6 0 3 6 , 8 8 1 6 , 4 8 7 6 , 2 9 5 5 , 8 3 3 6 , 0 3 1 * * 6 , 4 4 9

Tanzania
P o p u l a t i o n  ( m i l l i o n ) 3 5 . 2
G N I  p e r  c a p i t a  ( U S  $ ) 2 9 0
R e a l  G D P
( U S  $  m i l l i o n )

5 , 4 9 5 5 , 6 8 8 5 , 8 9 9 6 , 1 0 4 6 , 4 1 9 6 , 7 8 4 7 , 2 8 7 4 . 5

C o n s u m e r  p r i c e  i n d e x
( I n d e x  1 9 9 5  =  1 0 0 ) 1 2 1 . 0 1 4 0 . 4 1 5 8 . 4 1 7 0 . 9 1 8 1 . 0 1 9 0 . 3 1 9 9 . 0 1 1 . 8
I n t e r e s t  r a t e  i n  % * * * 3 4 . 0 2 6 . 3 2 2 . 9 2 1 . 9 2 1 . 6 2 0 . 3 1 6 . 4 2 5 . 8
B u d g e t  d e f i c i t  t o
G D P  i n  %  * - 3 . 9 - 1 . 4 - 2 . 6 - 3 . 4 - 5 . 4 - 4 . 2 - 5 . 7 - 4 . 1
E x t e r n a l  d e b t
( U S  $  m i l l i o n )

7 , 3 7 0 7 , 1 8 1 7 , 6 5 3 8 , 0 4 9 7 , 3 8 6 6 , 6 7 6 7 , 2 4 4 * * 7 , 3 8 3

U g a n d a
P o p u l a t i o n  ( m i l l i o n ) 2 4 . 6
G N I  p e r  c a p i t a  ( U S  $ ) 2 4 0
R e a l  G D P
( U S  $  m i l l i o n )

6 , 2 7 8 6 , 5 7 6 6 , 9 4 4 7 , 4 6 6 7 , 7 2 8 8 , 0 8 6 8 , 8 3 3 6 . 6

C o n s u m e r  p r i c e  i n d e x
( I n d e x  1 9 9 5  =  1 0 0 ) 1 0 7 . 1 1 1 4 . 6 1 1 4 . 6 1 2 1 . 9 1 2 5 . 4 1 2 7 . 9 1 2 7 . 5 4 . 3
I n t e r e s t  r a t e  i n  % * * * 2 0 . 3 2 1 . 4 2 0 . 9 2 1 . 5 2 2 . 9 2 2 . 7 1 9 . 1 2 1 . 1
B u d g e t  d e f i c i t  t o
G D P  i n  %  * - 5 . 9 - 5 . 8 - 5 . 8 - 6 . 3 - 1 4 . 5 - 1 0 . 6 - 1 2 . 8 - 8 . 5
E x t e r n a l  d e b t
( U S  $  m i l l i o n )

3 , 6 7 7 3 , 8 7 8 3 , 9 1 2 3 , 4 9 2 3 , 4 9 4 3 , 7 3 3 4 , 1 0 0 * * 3 , 7 3 5

Rwanda
P o p u l a t i o n  ( m i l l i o n ) 8 . 2
G N I  p e r  c a p i t a  ( U S  $ ) 2 1 0
R e a l  G D P
( U S  $  m i l l i o n )

1 , 4 5 8 1 , 6 6 0 1 , 8 0 7 1 , 9 4 4 2 , 0 6 1 2 , 1 9 9 2 , 4 0 5 1 0 . 8

C o n s u m e r  p r i c e  i n d e x
( I n d e x  1 9 9 5  =  1 0 0 ) 1 0 8 . 9 1 2 1 . 6 1 3 0 . 0 1 2 6 . 8 1 3 1 . 7 1 3 6 . 2 1 3 7 . 2 4 . 3
I n t e r e s t  r a t e  i n  % * * * 1 1 . 0 1 1 . 4 1 0 . 0 1 0 . 1 1 1 . 6 1 0 . 2 1 2 . 2 1 1 . 6
B u d g e t  d e f i c i t  t o
G D P  i n  %  * - 1 3 . 2 - 9 . 2 - 8 . 3 - 9 . 7 - 9 . 0 - 9 . 5 - 1 1 . 0 - 1 0 . 4
E x t e r n a l  d e b t
( U S  $  m i l l i o n )

1 , 0 4 3 1 , 1 1 1 1 , 2 2 6 1 , 2 9 3 1 , 2 7 1 1 , 2 8 3 1 , 4 3 5 * * 1 , 2 1 1

Burundi
P o p u l a t i o n  ( m i l l i o n ) 7 . 1
G N I  p e r  c a p i t a  ( U S  $ ) 1 0 0
R e a l  G D P
( U S  $ m i l l i o n )

9 1 7 9 2 0 9 6 4 9 5 5 9 4 6 9 7 7 1 , 0 1 2 - 0 . 4

C o n s u m e r  p r i c e  i n d e x
( I n d e x  1 9 9 5  =  1 0 0 ) 1 2 6 . 4 1 6 5 . 8 1 8 6 . 5 1 9 2 . 8 2 3 9 . 7 2 6 1 . 9 2 5 8 . 3 1 5 . 8
I n t e r e s t  r a t e  i n  % * * * - - - 1 5 . 2 1 5 . 8 1 6 . 8 1 9 . 5 1 6 . 5
B u d g e t  d e f i c i t  t o
G D P  i n  %  * - 9 . 7 - 7 . 1 - 5 . 6 - 9 . 2 - 4 . 1 - 3 . 5 - 1 . 7 - 5 . 8
E x t e r n a l  d e b t
( U S  $  m i l l i o n )

1 , 1 2 7 1 , 0 6 6 1 , 1 1 9 1 , 1 3 1 1 , 1 0 0 1 , 0 6 5 1 , 2 0 4 * * 1 , 1 2 2

S o u r c e :  W o r l d  B a n k ,  A f r i c a n  D e v e l o p m e n t  I n d i c a t o r s ,  2 0 0 4 .
*  E x t e r n a l  d e b t  e x c l u d i n g  g r a n t s      * *  A n n u a l  a v e r a g e      * * * N o m i n a l  i n t e r e s t  r a t e
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5 .7 .1 .  Gross  Domes t i c  Produc t  (GDP)

GDP i s  t he  sum o f  va lue  added  by  a l l  r e s iden t  p roduce r s  p lus  any

produc t  t axes  ( l e s s  subs id ie s )  no t  inc luded  in  the  va lua t ion  o f  ou tpu t .  I t

i s  t he re fo re  an  i nd i ca t ion  o f  t he  economic  ac t iv i t y  and  deve lopmen t  i n  a

coun t ry .  As  can  be  seen  f rom t ab le  5 .5 ,  coun t r i e s  in  Eas t  Af r i ca  a re  a t

va r ious  s t ages  o f  economic  deve lopmen t .  Kenya  i s  t he  l a rges t  economy

in  the  r eg ion ,  fo l lowing  by  Uganda  and  Tanzan ia .

P rev ious  s tud i e s  ( i nc lud ing  tha t  by  t he  Wor ld  Bank ,  2000)  on  the

economic  s i tua t ion  in  Eas t  Af r i ca  have  sugges ted  tha t  Kenya  has

bene f i t ed  t o  t he  g r ea t e s t  ex t en t  f rom the  ex i s t ence  o f  t he  common

marke t  in  Eas t  Af r i ca  in  ea r l i e r  1970 .  Hence  the  h ighe r  r a t e  o f  GDP,

resu l t ing  in  the  subs t i tu t ion  o f  Kenyan  manufac tu red  goods  fo r  those

produced  ou t s ide  Eas t  Af r i ca ,  has  l ed  to  the  o the r  coun t r i e s  incur r ing

in t e rna t i ona l  t r ade  de f i c i t .  Acco rd ing  t o  t he  s ame  s tud i e s ,  t he  absence  o f

coopera t ion  in  Eas t  Af r i can  coun t r i e s  and  the  f a i lu re  o f  t he  EAC a l low

fore ign  inves to r s  t o  p l ay  o f f  one  gove rnmen t  aga ins t  ano the r  i n  o rde r  t o

ex t r ac t  concess ions  r ega rd ing  t axes ,  and  l abour  r egu la t ions .  These

mul t ina t iona l  co rpo ra t ions  t hen  nego t i a t e  t he  bes t  subs id i e s ,  t ha t  r educe

the i r  ob l iga t ion  to  a s s i s t  na t iona l  deve lopmen t .  The  r emova l  o f  exchange

con t ro l s  wi th in  the  r eg ion  wi l l  mos t  p robab ly  inc rease  th i s  compe t i t i ve

negot ia t ion .

Gu i l l aume  and  S ta savage  (2000)  have  demons t r a t ed  the  above  a rgumen t

by  showing  tha t  t he  pe r fo rmance  o f  Tanzan ia  and  Uganda  de t e r io ra t ed

cons ide rab ly  a f t e r  t he  Eas t e rn  Af r i can  Cur rency  Board  (EACB)  ceased

func t ion ing  in  1966 .
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Table  5 .6 .  Economic  per formance  in  the  EACB

 I n f l a t i o n B u d g e t  d e f i c i t

C h a n g e s  i n

n a t i o n a l

G r o s s

i n v e s t m e n t  G D P  g r o w t h

   ( %  o f  G D P )

c l a i m s  o n

g o v e r n m e n t   ( %  o f  G D P )       ( % )

      ( %  o f  G D P )     

P e r i o d 6 1 - 6 6 6 7 - 7 3 6 1 - 6 6 6 7 - 7 3 6 1 - 6 6 6 7 - 7 3 6 1 - 6 6 6 7 - 7 3 6 1 - 6 6 6 7 - 7 3

E A C B

a v e r a g e 3 . 3 7 . 5 - 4 . 4 - 5 . 2 0 . 1 2 . 8 1 2 . 2 1 7 . 6 5 . 4 5 . 8

K e n y a 2 . 3 3 . 5 - 5 . 4 - 4 . 4 - 0 . 9 0 . 7 1 2 . 6 2 0 4 7 . 4

T a n z a n i a 4 9 . 7 - 2 . 4 - 4 . 7 - 1 . 8 1 . 5 1 2 . 2 1 8 . 9 1 0 . 1 - 1 . 5

U g a n d a 3 . 4 9 . 3 - 5 . 4 - 6 . 4 2 . 9 6 . 1 1 2 . 1 1 3 . 8 3 . 9 1 1 . 5

S u b - S a h a r a 3 . 6 4 . 7 - 0 . 6 - 2 . 9 0 . 9 3 . 5 1 4 . 9 1 3 . 7 4 . 2 3 . 8

S o u r c e :  I M F, I n t e r n a t i o n a l  F i n a n c i a l  S t a t i s t i c s .

N o t e :  S u b - S a h a r a n  A f r i c a  e x c l u d e s  C F A  a n d  R M A .

With in  t he  r eg ion ,  Kenya ’ s  economy  i s  be t t e r  deve loped ,  w i th  a  r ea l

GDP o f  US  $10  b i l l i on  in  2002 .  A l though  the  indus t r i a l  s ec to r  i s  s t i l l

sma l l  ( compares  to  tha t  o f  Sou th  Af r i ca  o r  Egyp t ) ,  i t  i s  a  g rowing  source

of  Eas t  Af r i can  expor t s .  The  hor t i cu l tu ra l  and  tou r i sm indus t r i e s  a re

g rowing ,  becoming  two  o f  t he  coun t ry ’ s  mos t  impor t an t  sou rces  o f

fo re ign  exchange .  Wi th  a  r ea l  GDP o f  US  $  8 .8  b i l l i on ,  Uganda  i s  one  o f

Af r i ca ’ s  examples  o f  robus t  economic  g rowth  dur ing  the  n ine t i e s ,  due  to

the  imp lemen ta t i on  o f  economic  r e fo rms .  In  2001 ,  t he  coun t ry  en joyed

fo re ign  d i r ec t  i nves tmen t  t o t a l l i ng  US  $  144 ,7  mi l l i on .  Tanzan ia ,

Rwanda ,  and  Burund i  have  p rog res sed  s t ead i ly  s ince  the  imp lemen ta t ion

of  macro -economic  s t ab i l i s a t ion  and  s t ruc tu ra l  r e fo rm p rogrammes  in  the

mid-n ine t i e s .  Bu t  the  po l i t i ca l  v io lence  and  the  war  in  Rwanda  and

Burund i  have  seve re ly  d imin i shed  the  economic  g rowth  o f  t hese  two

coun t r i e s .

5 . 7 . 2 .  I n f l a t i o n

Accord ing  to  Gu i l l aume  and  S ta savage  (2000) ,  t he re  i s  some  ev idence

tha t  t he  r e l a t i ve ly  good  in f l a t i on  pe r fo rmance  o f  Tanzan ia  and  Uganda

dur ing  1960-66  r e su l t ed  f rom the  en fo rcemen t  o f  t he  EACB’s  l im i t s  on

lend ing  to  gove rnmen t s ,  backed  up  by  a  Kenyan  ve to  o f  any  inc reases  in

f iduc ia ry  l imi t s  which  i t  s aw as  unwar ran ted .



92

A coun t ry  tha t  exper iences  a  h igher  in f l a t ion  ra te ,  fo r  example ,  in  Eas t

Af r i ca ,  Tanzan ia  wi th  19 .3% in  2001 ,  than  ano the r  coun t ry ,  fo r  example ,

in  the  same  reg ion ,  Uganda  wi th  9 .5% in  2001 ,  needs  to  dep rec i a t e  i t s

cu r r ency  aga ins t  t he  cu r r ency  wi th  l ower  i n f l a t i on .  I f  t h i s  does  no t

occu r ,  unba l anced  b i l a t e r a l  t r ade  r e su l t s .

Fo l lowing  the  above  example ,  t he  impor t s  f rom Uganda  wi l l  appea r

inc reas ing ly  compe t i t i ve  compared  wi th  Tanzan ia ’ s  domes t i c  goods ,

whose  cos t s  wi l l  have  been  d r iven  up  by  the  domes t i c  in f l a t ion .  The

same  app l i e s  to  the  uncompe t i t i ve  Tanzan ian  expor t s  t o  Uganda .

The re fo re ,  any  low- in f l a t ion  coun t ry  has  no  incen t ive  to  j o in  a  mone ta ry

un ion  wi th  any  h igh - in f l a t ion  coun t r i e s ,  because  the re  i s  a  s t rong

probab i l i ty  tha t  i t  w i l l  end  up  wi th  more  in f l a t ion ,  wi thou t  any  ga ins  in

te rms  o f  unemployment .  Thus ,  i f  coun t r i e s  in  Eas t  Af r ica  want  to  fo rm a

mone ta ry  un ion ,  t he re  i s  on ly  one  way  in  wh ich  a  low- in f l a t ion  coun t ry

wi l l  j o in  the  p roposed  un ion :  mone ta ry  au thor i t i e s  mus t  in s i s t  on  hav ing

a  cen t r a l  bank  tha t  a t t aches  more  impor t ance  to  p r i ce  s t ab i l i t y  t han  a l l

na t iona l  cen t ra l  banks  do  today .

5 .7 .3 .  Debt

Table  5 .7 .  Debt  to  GDP rat io  in  2002

C o u n t r y D e b t  t o  G D P  r a t i o  i n %

C o n c e s s i o n a l N o n - c o n c e s s i o n a l

K e n y a 36 2

U g a n d a 59 4

T a n z a n i a 61 4

R w a n d a 75 0

B u r u n d i 1 4 8 4

S o u r c e :  W o r l d  B a n k ,  A f r i c a n  D e v e l o p m e n t  I n d i c a t o r s ,  2 0 0 4 .

Al l  f ive  coun t r i e s  in  Eas t  Af r i ca  have  a  deb t  to  GDP ra t io  o f  more  than

30  pe r  cen t ,  w i th  Burund i  expe r i enc ing  a  ve ry  h igh  r a t i o  o f  148  pe r  cen t ,

due  e s sen t i a l ly  to  the  po l i t i ca l  v io lence  and  the  war .
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Accord ing  to  Zuma (2002) ,  i t  i s  e s t ima ted  tha t  Af r i ca  fo r  the  nex t  f i f ty

yea r s  w i l l  be  pay ing  o f f  i t s  deb t  t o  t he  f i r s t  wor ld  coun t r i e s  and  the i r

p r iva t e  i n s t i t u t i ons .  I n  t ha t  c a se ,  r e sou rces  fo r  deve lopmen t  o f

educa t ion ,  hea l th  and  in f r a s t ruc tu re  wi l l  no t  be  ava i l ab le .

In  the  f a l l  o f  1996 ,  t he  Wor ld  Bank  and  the  IMF p roposed  the  Heav i ly

Indeb ted  Poor  Coun t r i e s  (HIPC)  in i t i a t i ve  i n  o rde r  t o  r educe  t he  ex t e rna l

deb t  o f  the  wor ld ’ s  poores t ,  mos t  heav i ly  indeb ted  coun t r i e s .  A l l  t he

Eas t  Af r i can  coun t r i e s  a re  pa r t  o f  t he  in i t i a t ive .  Under  the  enhanced

f ramework  o f  the  HIPC,  the  bene f i t s  o f  expor t s  and  cen t r a l  gove rnmen t

revenue  wi l l  acc rue  fu l ly  to  t he  coun t ry ,  a l l owing  fo r  g rea t e r  i nves tmen t

in  pove r ty  r educ t ion  s t r a t eg i e s  (Wor ld  Bank ,  2003) .

Cer t a in  p re requ i s i t e s  wou ld  need  to  be  en fo rced  to  ensu re  tha t  r e l i e f  i s

cons t ruc t ive  fo r  bo th  the  l ender s  and  the  bor rowers .  Coun t r i e s  wou ld

a l so  need  to  qua l i fy  fo r  th i s  deb t  r e l i e f ;  the  danger  i s  tha t  these

coun t r i e s  w i l l  no t  t ake  ac t i ve  measu re s  t o  r educe  t h i s  deb t ,  bu t  w i l l

r a the r  r e ly  on  the  sympa thy  o f  the  indus t r i a l i sed  wor ld .

Fo l lowing  the  EMU conve rgence  c r i t e r i a  on  the  deb t  t o  GDP ra t io  t a rge t

o f  60  pe r  cen t ,  app ly ing  them to  the  f ive  Eas t  Af r i can  coun t r i e s ,  excep t

Rwanda  and  Burund i ,  t he  r ema in ing  coun t r i e s  do  qua l i fy  to  fo rm a

mone ta ry  un ion .  However ,  Rwanda  i s  w i th in  shou t ing  d i s t ance  o f  t he

ta rge t .  The  h igh  r a t io  in  Burund i  can  be  a t t r ibu ted  to  the  war  tha t  a f f ec t s

the  coun t ry .  Compared  to  the  s i tua t ion  p reva i l ing  in  the  EU one  yea r

be fo re  the  l aunch ing  o f  the  Euro ,  on ly  th ree  coun t r i e s  ou t  o f  fou r t een ,

name ly  F rance ,  Luxembourg  and  F in l and ,  succes s fu l ly  r eached  the i r

t a rge t .  Th i s  r ep resen ted  on ly  21  pe r  cen t  o f  t he  coun t r i e s  i n  t he  r eg ion .

5 . 7 . 4 .  B u d g e t  d e f i c i t

Gui l l aume  and  S ta savage  (2000)  s t a t e  t ha t  t he  r e l a t i ve ly  good  f i s ca l

pe r fo rmance  o f  Tanzan ia  and  Uganda  in  the  fo rmer  EAC resu l t ed  f rom

the  EACB’s  l imi t s  on  l end ing  to  government .  The  Tanzan ian  government

was  fo rced  to  sca le  back  ce r t a in  inves tmen t s  ( IMF,  1963)  and  the
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Ugandan  gove rnmen t  found  i t s e l f  i n  pe r iod i c  bo r rowing  d i f f i cu l t i e s  w i th

the  EACB.  Af te r  t he  f a i lu re  o f  t he  EAC in  1966 ,  t he  Ugandan

governmen t  mod i f i ed  the  s t a tu t e  o f  the  cen t ra l  bank  to  su i t  t he

gove rnmen t ’ s  i nc r ea sed  demands  r ega rd ing  bo th  cu r r en t  and  cap i t a l

expend i tu re s .  In  Tanzan ia ,  i nc reased  domes t i c  f i nanc ing  o f  t he  soc i a l i s t

economic  deve lopmen t  p rog ramme  was  made  pos s ib l e  by  na t iona l i s i ng

the  bank ing  s ec to r  and  by  g roup ing  o f  ex i s t i ng  commerc i a l  banks  w i th in

the  Na t iona l  Bank  o f  Commerce  (NBC) .  Cred i t  ex t ended  to  t he  pub l i c

sec to r  by  t he  s t a t e -owned  NBC by  245  pe r  cen t  i n  r ea l  t e rms  du r ing

1966-73  (S t a savage ,  2000) .

There  were  some  obs tac les  to  Tanzan ia ’ s  and  Uganda’s  ex i t  f rom the

EACB.  Tanzan ia  hoped  to  ex t r ac t  concess ions  f rom Kenya  in  the  fo rm o f

subs id i e s  o r ,  a t  a  min imum,  th rough  the  a l l oca t ion  o f  r i gh t s  t o  p roduce

ce r t a in  indus t r i a l  p roduc t s  in  exchange  fo r  ma in ta in ing  f r ee  t r ade .

Member s  o f  Uganda ’ s  gove rnmen t  a l so  hoped  t ha t  e conomic  f ede ra t i on

wi th  Kenya  migh t  p rov ide  access  to  more  deve lopment  f inance .  The

prob lem fo r  the  sus ta inab i l i ty  o f  the  EACB was  tha t  Kenya  was

u l t ima te ly  no t  w i l l i ng  to  ag ree  to  t hese  so r t s  o f  r eg iona l  subs id i e s

(S t a savage ,  2000) .

Table  5 .8 .  Government  de f i c i t / surp lus  to  GDP

        (p e r  c e n t  t o  G D P )

Countr i e s 1997 1998 1999 2000 2001 2002

Kenya - 3 . 2 - 2 . 2 1 . 1 0 . 9 - 1 . 3 - 0 . 4

Uganda - 5 . 8 - 5 . 8 - 1 . 3 - 8 . 7 - 3 . 0 - 1 2 . 8

Tanzania - 1 . 4 - 2 . 6 0 . 4 - 1 . 2 - 0 . 7 - 5 . 7

Rwanda - 9 . 2 - 8 . 3 - 3 . 0 - 3 . 8 - 0 . 1 - 1 1 . 0

B u r u n d i - 7 . 1 - 5 . 6 - 6 . 4 - 0 . 8 - 0 . 9 - 1 . 7

S o u r c e :  W o r l d  B a n k ,  A f r i c a n  D e v e l o p m e n t  I n d i c a t o r s ,  v a r i o u s  i s s u e s .

Dur ing  the  yea r s  1997  to  2002 ,  a l l  f ive  coun t r i e s  in  Eas t  Af r i ca

expe r i enced  a  budge t  de f i c i t ,  a s  shown  in  Tab le  5 .8 .  Kenya  and  Tanzan ia

had  a  f avourab le  budge t  pos i t i on  in  1999 ,  consecu t ive  to  g ran t s  r ece ived

by  the i r  gove rnmen t s  o f  1 .2% and  13 .7% to  GDP re spec t ive ly .
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Budge t  de f i c i t s  a re  seen  to  be  chron ic  in  Af r i ca  in  genera l  and  in  Eas t

Af r i can  s t a t e s  pa r t i cu l a r ly .  Th i s  s t ruc tu ra l  budge t  p rob lem may  on ly  be

so lved  by  r educ ing  gove rnmen t  expend i tu r e s  o r  by  r e l a t i ve ly  s l ower

growth.

Compared  to  the  EU c r i t e r i a  two  yea r s  be fo re  the  l aunch  o f  the  Euro ,

excep t  fo r  Greece  the  r ema in ing  coun t r i e s  were  wi th in  the  shou t ing

d i s t ance  o f  3  pe r  cen t  l imi t  t a rge t  budge t  de f i c i t  t o  GDP.  As  sa id

p rev ious ly ,  60  pe r  cen t  o f  deb t  t o  GDP l imi t  was  d i f f i cu l t  t o  r ea l i s e  fo r

mos t  European  coun t r i e s .  Be lg ium and  I t a ly ,  bo th  now European  Union

members ,  were  bo th  ove r  tw ice  the  l imi t .  App ly ing  the  c r i t e r i a  o f  3  pe r

cen t  l imi t  t a rge t  to  the  f ive  Eas t  Af r i ca  s t a t e s ,  a l l  qua l i f i ed  in  2001 ,  bu t

on ly  Kenya  and  Burund i  were  wi th in  the  l imi t  in  2002 .  O b v i o u s l y ,  b o t h

deb t  and  budge t  de f i c i t s  w i l l  more  ea s i l y  con t inue  once  mone ta ry  un ion

occurs .

5 .8 .  Payment  sys tem in  Eas t  Afr i ca

The  payment  sys t em i s  a  v i t a l  l i nk  be tween  the  f inanc ia l  sys t em and  the

rea l  s ec to r  o f  an  economy.  Sus t a inab le  economic  g rowth  r equ i re s  a  we l l -

func t ion ing ,  e f f i c i en t  and  r e l i ab l e  c l ea r ing  and  paymen t s  sys t em to

lub r i ca t e  l oca l  and  in t e rna t iona l  bus ines s  t r ansac t ions ,  by  p rov id ing

l iqu id i ty  in  the  f inanc ia l  sys tem.

The  payment  ins t rument  in  the  f ive  Eas t  Af r ican  coun t r i es  i s

p redominan t ly  ca sh .  The  p redominance  o f  ca sh  fo r  t r ansac t ion  pu rposes

inc reases  t he  vo lume  o f  cu r r ency  in  c i r cu l a t ion  and  h igh -powered

money ,  wh ich  r ende r s  mone ta ry  con t ro l  d i f f i cu l t ,  i n  some  cases

imposs ib le .  In  th i s  r e spec t ,  t he  f ive  coun t r i e s  in  Eas t  Af r i ca  seek  to

fos t e r  t he  s t ab i l i t y  o f  t he  f i nanc i a l  sy s t em by  ensu r ing  the  i n t eg r i t y  o f

the  paymen t  sys t em.  To  tha t  end ,  t he i r  cen t r a l  banks  a r e  p re sen t ly

engaged  in  s t r eng then ing  the  l ega l  and  r egu la to ry  f r amework  neces sa ry

fo r  t he  soundness  and  in t e rna t iona l / r eg iona l  compa t ib i l i t y  o f  t he

paymen t  sy s t em.  In  1998 ,  t he  Eas t  Af r i c an  Na t i ona l  Paymen t  Sys t em

Harmonisa t ion  Commi t t ee  (Kenya ,  Tanzan ia ,  and  Uganda)  was  fo rmed
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wi th  a  v i ew to  coo rd ina t e  and  ha rmon i se  paymen t  sys t em deve lopmen t s

wi th in  the  r eg ion .  The  ove ra l l  ob j ec t ive  o f  t he  Eas t  Af r i can  Paymen t

Sys t em i s  t o  p romote  a  sound  r eg iona l  paymen t  sys t em in  o rde r  t o

fu r the r  economic  in t eg ra t ion  wi th in  the  Eas t  Af r i can  r eg ion .

5 .8 .1 .  Payment  sys tem in  Tanzan ia

The  payment  sys t em in  Tanzan ia  i s  rud imen ta ry ,  w i th  a  h igh  l eve l  o f  the

money  supp ly  be ing  t i ed  up  in  the  paymen t  sys t em.  The  phenomenon  has

l ed  to  l a rge  amoun t s  o f  money  no t  be ing  invo lved  in  t he  p roduc t ion  o f

goods  and  se rv ices .  The  Bank  o f  Tanzan ia ,  i n  co l l abora t ion  wi th  the

bank ing  sys t em,  has  i n i t i a t ed  t he  Na t iona l  Paymen t  Sys t ems  (NPS)

Deve lopmen t  P ro j ec t ,  wh ich  a ims  a t  deve lop ing  t he  cu r r en t  paymen t

sys t ems  in to  a  modern  and  e f f i c i en t  paymen t  sys t em.  The  NPS  v i s ion  i s

to  have  in  p l ace  an  e f f i c i en t  cus tomer  cen t r ed  paymen t  sys t em by  the

yea r  2005 .

As  the  ex i s t ing  payments  a re  ma in ly  cash  based ,  mos t  t r ansac t ions  and

paymen t s  a r e  e f f ec t ed  ou t s ide  t he  bank ing  sys t em.  Th i s  has  r e su l t ed  i n  a

huge  amoun t  o f  cu r rency  in  c i r cu la t ion ,  t hus  inc reas ing  t r ansac t ion  cos t s

due  to  immobi l i t y  and  the  cos t s  o f  p r in t ing  and  d i s t r ibu t ion .  Accord ing

to  the  Bank  o f  Tanzan ia  (1999) ,  f i nanc ia l  deepen ing  (M2/GDP)  has  s tood

a t  abou t  30  pe r  cen t  du r ing  the  1990’ s ,  w i th  ca sh  accoun t ing  fo r  rough ly

40  pe r  cen t  o f  t he  t o t a l  bank  paymen t s ,  fo l lowed  by  cheques ,  e s t ima ted

to  accoun t  fo r  abou t  80  pe r  cen t  o f  a l l  commerc i a l  bank  pape r  based

payments  in  the  coun t ry  ( the  in fo rmal  sec to r  no t  inc luded) .

Bank ing  cove rage  o f  t he  popu la t i on ,  pe r  b r anch ,  i s  poo r  w i th  a  t o t a l  o f

14  banks  in  ex i s t ence .  The  l a rges t  commerc i a l  bank  con t ro l s  abou t  60

pe r  cen t  o f  t he  coun t ry ’ s  depos i t  money  and  hand le s  app rox ima te ly  80

per  cen t  o f  the  to t a l  vo lume  o f  cheques .  Da i ly  in t r a -bank  cheque  vo lume

was  es t ima ted  to  be  50000  i t ems  in  1999 .

Before  January  2002 ,  in t e rbank  c lea r ing  was  manua l ,  w i th  ne t t ing  a t  the

end  o f  t he  day ,  fo r  s e t t l emen t  v i a  c l ea r ing  accoun t s  he ld  a t  t he  cen t r a l
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bank .  In t e rbank  c l ea r ing  in  the  c i t i e s ,  w i th in  the  c l e a r i n g  h o u s e s ’

l a t i t udes ,  i s  done  in  th ree  days  wi th  a  max imum of  28  days  fo r  r emote

c l ea r ing .  Some  banks  use  SWIFT ma in ly  fo r  t r ans fe r r ing  in t e rna t iona l

funds .  Whi l e  SWIFT t r ans fe r  can  t ake  up  to  t h ree  days  be fo re  the

benef i c i a ry ’ s  accoun t  i s  c red i t ed ,  o the r  means  such  as  t e l eg raph ic

t r ans fe r s  can  t ake  weeks  be fo re  the  Tanzan ia  sh i l l i ng  cove r  i s  p rov ided ,

even  a f t e r  paymen t  has  been  c l ea red .

In  the  ques t  t o  ach ieve  e f f i c i ency  in  the  p rocess ing  o f  paymen t s  and

se t t l emen t s ,  t he  Bank  o f  Tanzan ia  has  implemen ted  the  E lec t ron ic

Clea r ing  House  Sys t em to  f ac i l i t a t e  i n t e rbank  e l ec t ron ic  deb i t  c l ea r ing .

Indeed ,  members  o f  the  C lea r ing  House  have  ins t a l l ed  the  Magne t i c  Ink

Charac t e r  Recogn i t i on  (MICR)  equ ipmen t  fo r  p roces s ing  pape r  encoded

payment  in s t rumen t s .  Th i s  a ims  a t  r educ ing  the  number  o f  f r audu len t

i t ems  pas s ing  t h rough  the  bank ing  sys t em by  p rov id ing  e l ec t ron i c

images  o f  in s t rumen t s  pass ing  th rough  the  MICR sys tem.

Changes  f rom the  o ld  sys tem inc lude  reduc t ion  o f  the  number  o f  days

taken  to  c l ea r  ins t ruments ,  f rom f ive  days  and  th i r ty  days  wi th in  the

loca l i t y  o f  c l ea r ing  houses  and  in t e r - r eg iona l  c l ea r ing  to  two  days  and

seven  days  r e spec t ive ly .

5 .8 .2 .  Payment  sys tem in  Kenya

The  Cen t r a l  Bank  o f  Kenya  (CBK) ,  aware  o f  t he  numerous  bene f i t s  o f  an

e f f i c i en t  payment  sys tem,  e spec ia l ly  in  i t s  ro le  in  the  e f fec t ive

implemen ta t ion  o f  mone ta ry  po l i cy  ope ra t ions  and  f inanc ia l  s t ab i l i t y ,  i s

jo in t ly  co l l abo ra t ing  wi th  the  Kenya  Banke r s  Assoc ia t ion  in

coo rd ina t ing  t he  mode rn i sa t i on  and  r e fo rm p rog ramme o f  t he  paymen t

sys tem in  Kenya .

Kenya  i s  r i ch  in  type  and  soph i s t i ca t ion  o f  i t s  f inanc ia l  ins t i tu t ions ,  and

in  the  dep th  o f  i t s  f i nanc ia l  a s se t s  compared  to  mos t  Sub-Saha ran

Af r i can  coun t r i e s  ( IMF repor t ,  1999) .  The  f inanc ia l  sys t em o f  Kenya

compr i s e s  one  cen t r a l  bank ,  48  commerc i a l  banks ,  40  fo rex  bureaus ,  13
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non-bank  f inanc ia l  i n s t i t u t ions  and  two  mor tgage  f inance  compan ies .

There  i s  a l so  a  l a rge  number  o f  non-bank  f inanc ia l  in s t i tu t ions ,  a

segmen t  compr i s ing  fou r  bu i ld ing  soc i e t i e s ,  37  in su rance  compan ies ,  57

h i r e -pu rchase  compan ie s ,  and  some  2670  s av ings  and  coope ra t i ve s  c r ed i t

soc ie t i e s .

Cash  i s  the  mos t  impor tan t  fo rm of  payment  because  i t  i s  r ead i ly

accep ted ,  has  no  need  fo r  au thor i sa t ion  and  p rov ides  ins tan t  va lue .  The

cheque  i s  t he  ma in  pape r  based  mode  o f  paymen t ,  accoun t ing  fo r  48  pe r

cen t  o f  non-cash  paymen t s .  In  the  yea r  2000 ,  t he  ave rage  da i ly  vo lume

of  cheques  c l ea red  th rough  the  Na i rob i  C lea r ing  House  amoun ted  to

1 ,127 ,090  cheques  o r  K s h s  1 0 . 1  b i l l i o n .  K e n y a  i s  c u r r e n t l y  o n  a  t w o - d a y

c lea r ing  pe r iod  fo r  h igh  va lue  payment s  (Kshs  10  mi l l i on  and  above )  and

a  th ree -day  c l ea r ing  pe r iod  fo r  l ow va lue  paymen t s .

The  use  o f  paymen t  ca rds  has  t aken  a  s ign i f i can t  l eap  wi th in  Kenya ’ s

non-cash  paymen t  i n s t rumen t s  s egmen t :  c r ed i t  ca rds ,  deb i t  ca rds ,  and

pre -pa id  ca rds .  The  c red i t  ca rd  i s  the  mos t  common on  th i s  ca tegory ,

a l though  deb i t  ca rds  a re  t ak ing  roo t  ve ry  f a s t .  On ly  20  ou t  o f  48  banks

a re  members  o f  the  SWIFT.  The  cen t ra l  bank  i s  encourag ing  banks  to  use

SWIFT fo r  h igh  va lue  paymen t s .  S ince  membersh ip  i s  cos t ly ,  t he  cen t r a l

bank  i s  encourag ing  non-SWIFT banks  to  u t i l i s e  a  secured  SWIFT-

de r iva t ive  (bu reau) ,  ca l l ed  the  Af r i can  Commerce  Exchange  (ACE)

Fac i l i t y ,  wh ich  supp l i e s  t he  fu l l  r ange  o f  SWIFT se rv i ces  a t  a  l ower

cos t .

The  CBK p rov ides  c l ea r ing  and  se t t l emen t  s e rv i ce s  on  a  ne t  mu l t i l a t e r a l

a r r angemen t  a t  t he  Na i rob i  C lea r ing  House  (NCH) ,  wh ich  i s  domic i l ed  a t

the  cen t ra l  bank .  The  modern i sa t ion  and  r e fo rm p rocess  wi th in  the

economy  o f  Kenya  i s  be ing  spea rheaded  by  t he  Na t iona l  Paymen t  Sys t em

Opera t ions  Commi t t ee  a t  t he  cen t r a l  bank ,  and  on  a  r eg iona l  ba s i s ,  t he re

i s  t he  Eas t  Af r i can  Paymen t  Sys t em Harmon i sa t i on  Commi t t ee  a s  showed

above .  The  c l ea r ing  and  se t t l emen t  a r r angemen t s  a r e  unde r t aken  by  bank

rep re sen t a t i ve s  and  cheques  a r e  phys i ca l l y  exchanged  and  da t a  compu ted

to  p roduce  se t t l emen t  f igu res  by  10 .00  a .m.  loca l  t ime .  The  second
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ses s ion  o f  c l ea r ing  a t  12 .00  noon  loca l  t ime  i s  used  fo r  r e tu rn ing

suspec ted  ins t rumen t s  o r  r e tu rn ing  unpa id  h igh  va lue  cheques  ( cu r ren t ly

Kshs  10  mi l l ion  and  above) .  In  2000 ,  the  vo lume  o f  cheque  c l ea r ing  was

in  the  r ange  o f  50 ,000  i t ems  pe r  day  wi th  a  va lue  o f  Kshs  10 .5  b i l l i on ,

wh i l e  t ha t  o f  c r ed i t s  was  i n  t he  r ange  o f  10 ,000  i t ems  pe r  day  w i th  a

va lue  o f  Kshs  500  mi l l i on  (CBK,  2001) .

5 .8 .3 .  Payment  sys tem in  Uganda

Uganda ’ s  f i nanc i a l  s ec to r  i s  cha rac t e r i s ed  by  a  l ow  deg ree  o f

mone t i sa t ion  o f  the  economy.  In  2000 ,  mone ta ry  GDP was  e s t ima ted  to

be  77  pe r  cen t  o f  t he  to t a l  GDP,  and  the  r a t io  o f  b road  money  (M2)  to

GDP was  ve ry  low a t  abou t  14  pe r  cen t ,  compared  wi th  a lmos t  44  pe r

cen t  fo r  Kenya  and  18  pe r  cen t  fo r  Tanzan ia  (Bank  o f  Uganda ,  2001) .

Moreove r ,  Uganda ’ s  economy i s  ca sh  o r i en t ed ,  w i th  abou t  70  t o  80  pe r

cen t  o f  paymen t s  be ing  cash  t r ansac t ions ,  and  the  s econd  mos t

f r equen t ly  used  ins t rumen t s  be ing  cheques .  The  s t rong  p re fe rence  fo r

cash  r e f l ec t s  i n  pa r t  t he  s t ruc tu ra l  de f i c i enc ie s  o f  t he  f inanc ia l  s ec to r

and  in  pa r t  a  l ack  o f  conf idence  in  us ing  cheques ,  and  the  uneven

d i s t r ibu t ion  o f  the  bank ing  sys t em i t s e l f .  Mos t  o f  t he  banks  a re  loca ted

in  the  u rban  a reas ,  e spec ia l ly  in  Kampa la ,  t he  cap i t a l .

The  paymen t  c l ea rance  and  se t t l emen t  sys t em i s  compara t ive ly  l imi t ed .

In  t he  p r e sen t  con t ex t  and  a s  a  p r ac t i c a l  ma t t e r ,  t he  paymen t  sy s t em

works  we l l  f rom day  to  day .  However ,  t he  ope ra t ions  o f  t he  sys t em,

which  invo lve  ma in ly  the  manua l  p rocess ing  o f  pape r ,  a re  s low and

imprec i se ,  wh i l e  inadequac ies  in  in f ra s t ruc tu re ,  t e l ecommunica t ions  and

power ,  t oge the r  wi th  a  l ack  o f  unde r s t and ing  o f  a l t e rna t ives  have ,

hampered  the  deve lopmen t  o f  more  soph i s t i ca t ed  op t ions .  The  loca l

c l ea r ing  cyc l e  t akes  t h ree  days  f rom the  da t e  o f  p re sen t ing  the

ins t rumen t  to  the  c l ea r ing  house ,  and  seven  days  fo r  up -coun t ry

c lea r ing .  In  a reas  wi th  no  c l ea r ing  houses ,  i t  can  t ake  up  to  30  days  to

c l ea r  an  in s t rumen t .  A t  r eg iona l  l eve l ,  an  Eas t  Af r i can  cheque  s t anda rd

has  been  ag reed  on  among  the  EAC member  s t a t e s ;  Uganda ’ s  cheque

s tandard  i s  cons i s t en t  wi th  the  Eas t  Af r i can  s t andard .
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Uganda ’ s  au tho r i t i e s  have  s t a r t ed  t o  r e fo rm the  na t i ona l  paymen t  sy s t em

and  c r ea t ed  t he  NPSS  (Na t iona l  Paymen t  Sys t em Sec re t a r i a t ) .  I t s  ma in

ob jec t ive  i s  t o  deve lop  an  e f f ec t ive ,  e f f i c i en t ,  r e l i ab l e ,  acces s ib l e  and

secure  payment  sys tem tha t  i s  r e l evan t  to  Uganda’s  env i ronment  and

fu l ly  suppor t s  t he  cus tomer  and  the  coun t ry ’ s  needs .  New paymen t

ins t rumen t s  have  been  in t roduced ;  c r ed i t  i n s t rumen t s  a r e  min ima l ly

used ,  wh i l e  d i r ec t  deb i t s  a re  v i r tua l ly  non-ex i s t en t .  The  use  o f  payment

t echno log ie s ,  i nc lud ing  ATMs,  paymen t  ca rds ,  SWIFT,  e l ec t ron ic  fund

t r a n s f e r  a t  p o i n t  o f  s a l e  ( E F T P O S ) ,  e l e c t r o n i c  c o m m e r c e  a n d  I n t e r n e t

bank ing  i s  e i the r  s t i l l  ve ry  min ima l  o r  non-ex i s t en t  (NPSS repor t ,  2000) .

S ince  2002 ,  Uganda  has  had  an  au toma ted  cheque  c l ea r ing  sys t em (no t

ye t  fu l ly  ope ra t iona l  a t  t he  t ime  o f  wr i t i ng ) ,  and  c lea r ing  house  ru les

and  p rocedures .  I n  add i t i on ,  banks  a r e  encouraged  to  p rocu re  SWIFT and

to  e l ec t ron ica l ly  t r ans fe r  funds  us ing  SWIFT.  The  poss ib i l i t y  o f  fo rming

a  na t iona l  o r  an  Eas t  Af r i can  SWIFT use r s  g roup ,  t o  t ake  advan tage  o f

co l l e c t i ve  ba rga in ing  power ,  i s  be ing  exp lo r ed  by  t he  Ugandan

au tho r i t i e s .

In  add i t ion ,  the  l ega l  background  a l so  l eaves  much  to  be  des i red ,  and

the  cou r t s  do  no t  admi t  e l ec t ron i c  ev idence .  Banks  ca r ry  ou t  t he  g r ea t

bu lk  o f  t he  paymen t  s e rv i ces ,  bu t  some  o f  t hem a re  weak ,  i n t roduc ing

r i sks  fo r  the  sys tem as  a  whole .

The  necessa ry  changes ,  i f  imp lemen ted  wi th  appropr i a t e  accompany ing

regu la t ions ,  shou ld  p rov ide  a  s t ronge r  bas i s  fo r  t he  ope ra t ion  o f  t he

paymen t  sys t em.

5 . 8 . 4 .  P a y m e n t  s y s t e m  i n  B u r u n d i

Burund i ’ s  f inanc ia l  sys t em i s  gene ra l ly  sound ,  and  mos t  banks  have  me t

the  p ruden t i a l  r equ i r emen t s  i n  t e rms  o f  l i qu id i ty ,  so lvency ,  and  the  t e rm

s t ruc tu re  o f  a s se t s  and  l i ab i l i t i e s .  However ,  t he  paymen t  sys t em i s  s t i l l

i n  an  embryon ic  s t age ,  and  the  f i r s t  ma jo r  in i t i a t ive  towards  o rgan i s ing

a  two- t i e r  bank ing  sys t em was  in i t i a t ed  in  2000  wi th  the  a id  o f  the  IMF



101

and  the  Wor ld  Bank .  The  p rogramme has  fac i l i t a t ed  re fo rms  in  the

f inanc ia l  sy s t em,  wh ich  improve  the  l i be ra l i s a t i on  o f  t he  Burund ian

payment  sec to r  t ha t  i s  expec ted  to  p romote  t r ade  and  economic  g rowth .

The  Burund ian  f i nanc i a l  sy s t em compr i se s  t he  cen t r a l  bank ,  s even

commerc i a l  banks ,  fou r  i nves tmen t  banks  and  seve ra l  spec i a l  c r ed i t

ins t i tu t ions  ( coopera t ives ) .  Cash  i s  the  mos t  impor tan t  payment  med ium

used  in  t r ansac t ions  by  r e t a i l e r s ,  fo r  l ow-va lue  paymen t s  and  in  the  ru ra l

a reas .  Among  the  non-cash  payment  in s t rumen t s ,  t he  cheque  i s  the  mos t

commonly  used ,  r ep re sen t ing  abou t  55  pe r  cen t  o f  t he  t o t a l  va lue  c l ea red

(Banque  de  l a  Repub l ique  du  Burund i ,  2000 ) .  D i r e c t  d e b i t s  ( f o r

subsc r ip t ions )  and  c red i t  ca rds  ( i s sued  in t e rna t iona l ly ,  l i ke  VISA)  a re

used ,  bu t  no t  ex t ens ive ly ,  by  cus tomers .  T rave l l e r s ’  cheques  in  fo re ign

cu r rency  (mos t ly  i n  US  do l l a r s )  a r e  so ld  by  banks  i n  acco rdance  wi th

regu la t ions  and  l imi t s  t ha t  a r e  f ixed  by  the  cen t r a l  bank .

In t e rbank  c l ea r ing  t r ans f e r s  a r e  manua l  and  e f f ec t ed  t h rough  the  cen t r a l

bank ,  wh ich  ope ra t e s  a s  a  c l ea r ing  house  fo r  t he  bank ing  sys t em in

Burund i ,  by  pa r t i c ipa t ing  in  the  exchange  o f  cheques  wi th  the

commerc i a l  banks  on  a  da i l y  ba s i s .

The re  i s  no  l eg i s l a t ion  gove rn ing  c l ea r ing  and  se t t l emen t ,  bu t  c l ea r ing

opera t ions  ru le s  ex i s t ,  wh ich  commerc ia l  banks  have  to  ab ide  by .  The

cen t ra l  bank  i s  r e spons ib le  fo r  ensur ing  tha t  these  ru le s  a re  adhered  to .

5 .8 .5 .  Payment  sys tem in  Rwanda

The  f inanc ia l  sys tem in  Rwanda ,  a s  in  many  deve lop ing  coun t r i e s ,  i s

r e l a t ive ly  sma l l ,  unde rdeve loped  and  domina ted  by  a  f ew f inanc ia l

in s t i t u t ions  tha t  o f f e r  a  l imi t ed  r ange  o f  s e rv i ces .

Cash  has  remained  the  mos t  wide ly  used  payment  medium in  the

consumer  sec to r  in  Rwanda .  Accord ing  to  the  Banque  Na t iona le  d u

Rwanda  (2002) ,  75  pe r  cen t  o f  a l l  bus ine s s  t r ansac t i ons  a r e  conduc t ed

th rough  ca sh  paymen t s ,  due  t o  t he  r e l a t i ve ly  unde rdeve loped  bank ing
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sys t em.  Cash  wi thd rawa l s  a r e  ma in ly  made  by  means  o f  t he  coun te r s  i n

banks .  The  use  o f  ATM se rv i ces  fo r  ob ta in ing  cash  i s  o f f e red  on  a  ve ry

sma l l  s ca l e  by  one  commerc i a l  bank  in  K iga l i ,  t he  cap i t a l .

Cheques  a re  the  mos t  f r equen t ly  used  cash le s s  paymen t  in s t rumen t s .

However ,  t he  use  o f  cheques  has  no t  been  popu la r  due  to  the  de lays  in

cheque  c l ea r ing  pe r iods  ( two  to  f ive  days )  and  the  l a rge  number  o f

cheques  i s sued  on  insu f f i c i en t ly  funded  accoun t s .  The  cen t r a l  bank ,  t he

Banker s  Assoc ia t ion  and  the  jud ic i a ry  au tho r i ty  a re  examin ing  va r ious

ways  t h rough  wh ich  t he  u sage  o f  cheques  cou ld  be  p romoted .

Di rec t  deb i t  f ac i l i t i e s  ex i s t  t o  a  sma l l  deg ree  i n  Rwanda .  The i r  pu rpose

i s  s imp ly  t he  execu t ion  o f  r egu la r  paymen t s ,  and  the  s ign ing  o f

ag reemen t s  be tween  supp l i e r s  and  consumers ,  such  a s  paymen t  fo r

t e l ephone  b i l l s  o r  subsc r ip t i ons .

Te l eg raph ic  t r ans fe r s  a r e  a  fo rm o f  bank  t r ans fe r ,  wh ich  enab le s  a

paymen t  to  be  made  to  a  ho lde r  o f  a  bank  accoun t  a t  one  b ranch  f rom an

accoun t  ho lde r  a t  a  d i f f e ren t  b ranch  o f  t he  same  bank .  These  a re  used

for  i n t r abank  t r ansac t ions ,  va l ida t ed  th rough  use  o f  t e s t ed  t e l ex

messages .  However ,  t e l eg raph ic  t r ans fe r s  on ly  cons t i t u t e  a  sma l l

p ropor t ion  o f  a l l  paymen t s  i n  Rwanda .

Cred i t  ca rd  f ac i l i t i e s  a re  no t  ye t  ava i l ab le  in  Rwanda .  However ,  ho te l s

and  r e s t au ran t s  accep t  c r ed i t  ca rds  i s sued  by  in t e rna t iona l  o rgan i sa t ions

such  a s  Amer i can  Expres s ,  D ine r s  C lub ,  Euroca rd  and  VISA.  These  ca rds

a re  usua l ly  used  by  fo re igners .

P re -pa id  voucher s  i s sued  by  t e l ecommunica t ion  compan ies  (MTN and

Rwanda te l )  and  the  e l ec t r i c i t y  supp ly  company  ( E l e c t r o g a z )  a r e

ava i l ab le  to  cus tomers .  These  vouche r s  a re  used  manua l ly  and  a re  on ly

con t ro l l ed  by  the  i s sue r s .
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ATM se rv i ce s  a r e  cu r r en t l y  o f f e r ed  by  one  commerc i a l  bank .  Howeve r ,

the  commerc ia l  banks  wi l l  be  in t roduc ing  these  se rv ices  in  the  nea r

fu tu re ,  a s  r epo r t ed  by  the  Rwanda  Banke r s ’  Assoc ia t ion  (2002) .

Fo r  c ros s -bo rde r  t r ansac t ions ,  banke r s  a r e  cu r r en t ly  be ing  encouraged  to

use  SWIFT fac i l i t i e s ,  a s  opposed  to  t e l eg raph ic  t r ans fe r s ,  i n  t r ans fe r r ing

funds  because  o f  t he i r  e f f i c i ency ,  r e l a t i ve ly  h igh  secu r i t y  and  low cos t .

T rave l l e r s ’  cheques  a r e  a l so  commonly  used  a s  paymen t  i n s t rumen t s  i n

the  con tex t  o f  i n t e rna t iona l  paymen t s  made  f ace - to - f ace .

I n t e r b a n k  e x c h a n g e  a n d  s e t t l e m e n t  s e r v i c e s  a r e  o f f e r e d  b y  t h e  c e n t r a l

bank ,  wh ich  has  a  ne t  s e t t l emen t  sys t em.  There  i s  no  spec i f i c  l eg i s l a t ion

re l a t i ng  t o  paymen t ,  c l ea r ing  and  s e t t l emen t  s e rv i ce s ,  bu t  t he se

func t ions  a r e  cu r r en t ly  ca r r i ed  ou t  unde r  t he  Na t iona l  Bank  o f  Rwanda

Ac t .  C lea r ing  ope ra t ions  a r e  conduc ted  by  the  cen t r a l  bank  a t  K iga l i .

Rwanda  has  no t  ye t  au tomated  i t s  c l ea r ing  ope ra t ions  and  the re fo re  the

c l ea r ing  sys t em invo lves  the  phys i ca l  exchange  o f  pape r -based  paymen t

ins t rumen t s  such  a s  cheques .

There  a re  ongo ing  e f fo r t s  by  the  governmen t  o f  Rwanda  to  modern i se  the

na t i ona l  paymen t  sy s t em and  upda t e  t he  f i nanc i a l  s ec to r ,  s i nce  an

agreemen t  was  s igned  wi th  the  Bre t ton  Woods  in s t i t u t ions  to  e s t ab l i sh

an  ac t ion  p l an  fo r  2003  in  o rde r  t o  enhance  the  f inanc ia l  sys t em and

s t r eng then  economic  g rowth .  The  p r iva t i s a t i on  o f  t he  b igges t

commerc i a l  bank  (BCR) ,  s chedu led  fo r  comple t i on  by  Sep tember  2003 ,

a long  wi th  t he  cen t r a l  bank  supe rv i so ry  ac t ion  ove r  sma l l e r  banks  and

donor  suppor t  fo r  the  r e s t ruc tu r ing  o f  deve lopment  and  mic ro - f inance

ins t i t u t i ons ,  i s  expec t ed  t o  subs t an t i a l l y  improve  f i nanc i a l

in t e rmed ia t ion .  Bank ing  soundness  wi l l  be  improved  a s  a  r e su l t  o f  a

r ecen t  i n t e rbank  in fo rma t ion - sha r ing  ag reemen t  on  bo r rower  r i sk .
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5 .9 .  In formal  cros s -border  t rade  in  Eas t  Afr i ca

The  t e rm in fo rma l  t r ade  r e fe r s  to  ve ry  sma l l - sca l e  un i t s  d i s t r ibu t ing

goods  and  se rv i ce s  and  cons i s t i ng  o f  bo th  employed  worke r s  and

independen t  s e l f - employed  pe r sons .  They  a re  in fo rma l  i n  the  sense  tha t

they  a re  fo r  t he  mos t  pa r t  un reg i s t e r ed ,  un reco rded  in  o f f i c i a l  s t a t i s t i c s ;

and  pa r t i c ipan t ,  have  l i t t l e  o r  no  access  to  o rgan i sed  marke t s ,  t o  c red i t

i n s t i t u t ions ,  t o  fo rma l  educa t ion  and  t r a in ing  o r  t o  many  pub l i c  s e rv i ces

( ILO,  1991) .

In  add i t ion  to  the  r e l a t ive ly  sma l l  vo lume  o f  r ecorded  t r ade  a s  shown in

t ab l e s  5 .1  and  5 .4 ,  t he re  i s  an  i n fo rma l  c ros s -bo rde r  t r ade  be tween

coun t r i e s  in  Eas t  Af r i ca .  The re  a re  f ew re l i ab le  s t a t i s t i c s  on  th i s  t r ade ,

which  f lou r i shes  ac ross  the  borde r s  o f  Tanzan ia  and  Kenya ,  Tanzan ia

and  Uganda  and  Kenya  and  Uganda .  The re  i s  a l so  a  g rowing  in fo rma l

t r ade  be tween  Rwanda  and  Uganda ,  Rwanda  and  Burund i ,  Rwanda  and

Tanzan ia ,  and  Uganda  and  Burund i ,  fo l lowing  the  impos i t i on  o f  a  t r ade

embargo  on  Burund i  in  1996 .

Mal iyamkono  and  Bagachwa  (1990)  have  s t a t ed  t ha t  t he  vo lume  o f

un reg i s t e r ed  expor t s  i s  v i s ib ly  eno rmous  and ,  a s  one  cus toms  o f f i c i a l  i n

Tanzan ia  pu t  i t ,  many  t r ade r s  have  made  fo r tunes  ou t  o f  th i s  bus iness .

The  cus tom o f f i c i a l  con t i nues ,  “we  have  obse rved  t he  occu r r ence  o f

widesp read  un reg i s t e r ed  bo rde r  s a l e s  and  pu rchases  and  open  t r ade  dea l s

in  fo re ign  cu r renc ie s  a t  va r ious  p l aces” .  In  desc r ib ing  the  phys i ca l

cha rac t e r i s t i c s  o f  t h i s  t r ade ,  t hey  a f f i rmed :  “ smugg led  goods  may  be

ca r r i ed  by  ca ravan ,  o r  by  boa t s  ac ros s  r i ve r s  and  l akes ,  by  head  o r  by

mules  ac ross  uncon t ro l l ed  t e r r i to ry  gene ra l ly  a t  n igh t” .  T rade r s  may  a l so

go  t h rough  o f f i c i a l l y  con t ro l l ed  pos t s  by  means  o f  co l l u s ion  w i th  bo rde r

of f i c ia l s .

T ransborde r  i n fo rma l  t r ade  i s  no t  conf ined  on ly  to  the  t r ad i t i ona l

exchange  o f  goods  and  s e rv i ce s  be tween  r e s iden t s  sha r i ng  a  common

borde r ,  w i th  t he  p r imary  pu rpose  o f  mee t ing  sho r t f a l l s  i n  subs i s t ence

consumpt ion .  I t  a l so  embraces  p roduc t s  and  commodi t i e s  i n t ended
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la rge ly  fo r  r e sa le  in  u rban  and  ru ra l  a reas  qu i t e  f a r  f rom the  borde r ,  and

somet imes  fo r  r e -expor t .  M a l i y a m k o n o  a n d  Bagachwa  (1990)  has

acknowledged  tha t  ba r t e r  ( exchange )  t r ansbo rde r  t r ade  i s  e f f ec t ed

th rough  the  exchange  o f  na t i ona l  cu r r enc i e s  a t  pa ra l l e l  marke t  r a t e s .

In t e rna t iona l  cu r r enc ie s  p l ay  a  ve ry  minor  ro l e .  I t  i s  be l i eved  tha t  the

in fo rma l  c ros s -bo rde r  ac t i v i t i e s  a r e  t he  backbone  o f  t he  economy  in

deve lop ing  coun t r i e s .

5 . 9 . 1 .  E s t i m a t e s  o f  t h e  I C B T

The  Af r i can  Deve lopmen t  Bank  (2000)  has  i l l u s t r a t ed  the  impor t ance  o f

uno f f i c i a l  c ro s s -bo rde r  t r ade  i n  Eas t  Af r i ca ,  bu t  sugges t ed  t ha t  such

in fo rmal  f lows ,  once  recorded  in  the  na t iona l  accoun t ,  wi l l  no t  doub le

the  to ta l  va lue  o f  in t ra - reg iona l  t r ade .  For  the  ADB,  i t  i s  more  l ike ly

tha t  such  f lows  add  1  to  2  pe r  cen t  to  to ta l  f lows ;  in  o the r  words ,  the

un reco rded  t r ade  wou ld  be  abou t  27  pe r  cen t  o f  t he  t o t a l  i n t r a - r eg iona l

t rade .
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Table  5 .9 .  ICBT in  Eas t  Afr ica

               ( I n  m i l l i o n s  o f  U . S .  d o l l a r s )

E x p o r t e r s R e c o r d e d
c r o s s -
b o r d e r
t r a d e

E s t i m a t e d
I C B T  ( u s i n g
A D B ,  2 0 0 0 )

E s t i m a t e d
I C B T  ( u s i n g
O g u t u ,  1 9 9 7
a n d  1 9 9 8 )

E s t i m a t e d
I C B T  ( u s i n g
R w a n d a n
g o v e r n m e n t ,
2 0 0 3 )

                1996
T a n z a n i a - K e n y a 2 5 2 91 19 -
T a n z a n i a - U g a n d a 12 4 5 -
T a n z a n i a - R w a n d a 43 15 58 49
T a n z a n i a - B u r u n d i 8 3 10 -
K e n y a - U g a n d a 3 0 6 1 1 0 1 4 6 * -
K e n y a -  R w a n d a 35 13 52 1
K e n y a -  B u r u n d i 7 3 10 -
R w a n d a - U g a n d a 1 0 . 3 - 12
R w a n d a - B u r u n d i 3 1 - 9

1997
T a n z a n i a - K e n y a 2 6 3 95 21 -
T a n z a n i a - U g a n d a 7 3 3 -
T a n z a n i a - R w a n d a 6 2 8 16
T a n z a n i a - B u r u n d i 1 0 . 3 1 -
K e n y a - U g a n d a 2 8 0 1 0 1 1 3 4 -
K e n y a -  R w a n d a 59 21 88 64
K e n y a -  B u r u n d i 5 2 8 -
R w a n d a - U g a n d a 0 0 - 28
R w a n d a - B u r u n d i 0 0 - 2
                2000
T a n z a n i a - K e n y a 1 2 3 44 10 -
T a n z a n i a - U g a n d a 30 11 12 -
T a n z a n i a - R w a n d a 4 1 5 9
T a n z a n i a - B u r u n d i 12 4 16 -
K e n y a - U g a n d a 3 5 1 1 2 6 1 6 8 -
K e n y a -  R w a n d a 53 19 80 96
K e n y a -  B u r u n d i 13 5 20 -
R w a n d a - U g a n d a 2 1 - 7
R w a n d a - B u r u n d i 3 1 - 2

2001
T a n z a n i a - K e n y a 1 3 5 49 11 -
T a n z a n i a - U g a n d a 34 12 14 -
T a n z a n i a - R w a n d a 5 2 7 13
T a n z a n i a - B u r u n d i 10 4 14 -
K e n y a - U g a n d a 3 8 7 1 3 9 1 8 6 -
K e n y a -  R w a n d a 59 21 89 68
K e n y a -  B u r u n d i 11 4 17 -
R w a n d a - U g a n d a 2 1 - 15
R w a n d a - B u r u n d i 2 1 - 4
                2002
T a n z a n i a - K e n y a 1 2 2 45 10 -
T a n z a n i a - U g a n d a 7 3 3 -
T a n z a n i a - R w a n d a 4 1 5 13
T a n z a n i a - B u r u n d i 7 3 10 -
K e n y a - U g a n d a 4 2 0 1 5 1 2 0 2 -
K e n y a -  R w a n d a 64 23 96 65
K e n y a -  B u r u n d i 12 4 18 -
R w a n d a - U g a n d a 2 1 - 13
R w a n d a - B u r u n d i 2 1 - 4

 S o u r c e :  W o r l d  B a n k  ( 2 0 0 3 ) ,  A D B  ( 2 0 0 0 )  a n d  a u t h o r ’ s  e s t i m a t e s
             * E s t i m a t e  f o r  1 9 9 5 .
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Accord ing  to  Ogu tu  and  Echessah  (1998) ,  Tanzan ia ’ s  fo rma l  c ross -

borde r  t r ade  in  1996  wi th  the  r eg ion  (he re  inc lud ing  Zambia ,  DRCongo ,

and  Mozambique )  amoun ted  (bo th  expor t s  and  impor t s )  t o  US  $204

mi l l i on  o r  abou t  73  pe r  c en t  o f  t he  e s t ima ted  ICBT.  The  va lue  o f

in fo rmal  impor t s  was  abou t  US  $102  mi l l ion ,  wh i l e  expor t s  to t a l l ed  US

$176  mi l l i on .  ICBT a l so  fo rmed  58  pe r  cen t  o f  t he  t o t a l  (bo th  o f f i c i a l

and  unof f i c i a l )  r eg iona l  t r ade .  A t  the  same  pe r iod  (1996) ,  t he  ove ra l l

i n fo rma l  t r ade  be tween  Tanzan ia  and  Kenya  amoun ted  to  US  $18 .8

mi l l ion ,  w i th  a  t r ade  ba lance  o f  US  $4 .4  mi l l ion  in  f avour  o f  Kenya .

Be tween  Tanzan ia  and  Uganda ,  t he  t o t a l  t r ade  was  e s t ima ted  a t  US  $  4 .5

mi l l i on ,  w i th  a  t r ade  ba l ance  f avour ing  Tanzan ia  by  US  $1 .5  mi l l i on .  In

2002 ,  Tanzan ia ’ s  i n fo rma l  c ross -borde r  t r ade  wi th  the  r eg ion  amoun ted

to  US $52  mi l l ion ,  u s ing  the  ADB (2000)  e s t ima tes .

A  su rvey  on  c ros s -bo rde r  t r ade  be tween  Rwanda  and  he r  ne ighbour s

(Min i s t è r e  Rwanda i s  d u  C o m m e r c e  e t  d ’ Indus t r i e ,  2003)  sugges t ed  tha t

the  unrecorded  t r ade  on  the  borde r s  was  e s t ima ted  a t  50  pe r  cen t  o f  the

ove ra l l  c ros s -bo rde r  t r ade .  Us ing  tha t  e s t ima te ,  t he  ove ra l l  ICBT

be tween  Rwanda  and  the  Eas t  Af r i can  r eg ion  was  e s t ima ted  a t  abou t  US

$28  mi l l i on  in  2002 .  Based  on  Ogu tu ’ s  s tudy  (1998) ,  i n fo rma l  t r ade

be tween  Tanzan ia  and  Rwanda  was  e s t ima ted  a t  US  $5  mi l l ion  in  1996 ,

and  US $12  mi l l ion  in  2002 ,  r e ly ing  on  Rwandan  government  e s t ima tes .

Us ing  the  l a t t e r ,  i n fo rmal  t r ade  be tween  Rwanda  and  Burund i  was

es t ima ted  a t  more  than  US $4  mi l l ion ,  wh i l e  ICBT be tween  Rwanda  and

Uganda  amoun ted  to  US  $2  mi l l ion .  Dur ing  the  same  pe r iod ,  ICBT

be tween  Rwanda  and  Kenya  was  e s t ima ted  a t  abou t  US  $23  mi l l i on

(ADB’s  e s t ima te s ,  2000 ) .

Accord ing  to  t he  Kenya  Economic  Survey  (1996) ,  t he  coun t ry ’ s  ave rage

annua l  t r ade  (bo th  impor t s  and  expor t s )  fo r  t he  pe r iod  o f  1984-1994  was

$96  mi l l ion ,  wh ich  was  s ign i f i can t ly  l e s s  than  the  e s t ima ted  in fo rma l

t r ade  fo r  the  yea r  1995 .  The  su rvey  conc luded  tha t  the  unrecorded  t r ade

was  more  than  150  pe r  cen t  o f  t he  o f f i c i a l  t r ade .  Ogu tu  and  E c h e s s a h

(1997)  e s t ima ted  the  to t a l  t r ade  be tween  Kenya  and  Uganda  a t  abou t

$146  mi l l i on  fo r  t he  yea r  1995 .  He  sugges t ed  tha t  60  pe r  cen t  o f  t h i s
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to ta l  t r ade  wou ld  no t  be  r eg i s t e red ,  t hus  imply ing  a  se r ious  omiss ion  in

the  ca l cu l a t i on  o f  bo th  coun t r i e s ’  GDP.  In  2002 ,  un reco rded  t r ade

be tween  Kenya  and  he r  ne ighbours  was  $223  mi l l i on ,  based  on  the  ADB

(2000)  e s t ima tes .

Table  5 .10 .  Tota l  i nt ra-re g i o n a l trade  in  Eas t  Afr ica

                   ( I n  m i l l i o n s  o f  U . S .  d o l l a r s )

Ye a r   O f f i c i a l

    t r a d e

E s t i m a t e d I C B T

M i n             Ma x

   T o t a l  t r a d e

   M i n           M a x

1 9 9 6 6 6 7 2 4 0 3 2 1 9 0 7 9 8 8
1 9 9 7 6 2 1 2 2 4 2 9 3 8 4 5 9 1 4
2 0 0 0 5 9 1 2 1 2 3 4 0 8 0 3 9 3 1
2 0 0 1 6 4 6 2 3 3 3 6 4 8 7 9 1 , 0 1 0
2 0 0 2 6 4 0 2 3 2 3 6 9 8 7 3 1 , 0 0 9

S o u r c e : W o r l d  B a n k  ( 2 0 0 4 )  a n d  a u t h o r ’ s  c a l c u l a t i o n s

T h e  t o ta l  in t r a - r eg iona l  t r ade  (bo t h o f f i c i a l  and  unof f i c i a l )  i n  the  f ive

E a s t  A f r i c a n c o u ntr i e s  r a n ged  be t ween  US  $907  mi l l i on  and  988  mi l l i on

for  the  yea r  1 9 9 6 ,  wh ic h b y c o m p ar i s o n  wa s  ab o ut  148  pe r  cen t  o f  the

o f f i c ia l t rade .  Dur ing  the  yea r  2002 ,  in tr a - r e g iona l  t r ade  inc reased  in

te rms  o f  va lue  and  a mounted  to  be tween  US  $873  mi l l i on  and  1 ,009

mi l l i on ,  o r  ab o ut  1 5 8  p e r  c e nt  o f  the  r ecorded  tr ade .  A l t e r na t ive ly ,  the

recorded  t rad e  was  ab o ut  6 3  p e r  c e nt  o f  the  re g iona l  t r ade .  Ove ra l l ,  t h e

to ta l  in t r a - r e g iona l  t r a d e  was  fo rmed  b y a b o u t  3 7  p e r  c e nt  o f  ICBT.

I t  i s ,  t he re fo re ,  be l i eved  tha t  t he  c r ea t ion  o f  a  mone ta ry  zone  wi th in  a

reg ion ,  i n  th i s  case  Eas t  Af r i ca ,  w i th  i t s  bene f i t  t ha t  de r ives  l a rge ly

f rom lower  t r ansac t ion  cos t s ,  wou ld  f ac i l i t a t e  f r ee  movement  o f  goods

and  inc rease  fo rma l  a s  we l l  a s  i n fo rma l  t r ade ,  spec i f i ca l ly  fo r  i n fo rma l

c ros s -bo rde r  t r ade .

5 .9 .2 .  Commodi t i e s  t raded  in  ICBT

The  main  i t ems  a re  food  c rops ,  whea t  f lour ,  co f fee ,  l ives tock ,  cook ing

o i l ,  suga r ,  mi lk  p roduc t s ,  s a l t ,  t o i l e t r i e s ,  t ex t i l e s ,  spa re  pa r t s ,  bee r ,

sp i r i t s ,  c iga re t t e s ,  and  cons t ruc t ion  ma te r i a l s .



109

The  ma in  ag r i cu l tu ra l  commodi t i e s  expor t ed  i l l ega l ly  f rom Tanzan ia  to

Kenya  a re  f i sh ,  ma ize ,  and  beans .  A  su rvey  conduc ted  by  Ogutu  and

Echessah  (1998)  showed  tha t  i n  1996 ,  t hose  food  p roduc t s  were

unof f i c i a l l y  expor t ed  fo r  amoun t s  o f  US  $909  thousand ,  US  $851

thousand ,  and  US $741  thousand ,  r e spec t ive ly .  Whea t  f lou r  and  suga r

were  the  ma jo r  impor t s  f rom Kenya  fo r  t he  same  pe r iod .  In fo rma l

agr i cu l tu ra l  i n fo rmal  food  expor t s  f rom Tanzan ia  to  Uganda  a re

domina t ed  by  co f f ee .  Dur ing  Ogu tu ’ s  su rvey ,  t he  p roduc t s  i l l ega l ly

t r aded  to  Uganda  were  co f fee  va lued  a t  US  $1 .1  mi l l ion ,  r i ce  e s t ima ted

a t  abou t  US  $0 .6  mi l l i on ,  suga r  wor th  abou t  US  $0 .4  mi l l i on ,  and  whea t

f lou r  va lued  a t  abou t  US $0 .1  mi l l ion .
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Table  5 .11 .  ICBT in  foods tu f f s  in  Tanzan ia

C o m m o d i t y E x p o r t s

( U S  $  t h o u s a n d s )

I m p o r t s

( U S  $  t h o u s a n d s )

T o t a l  t r a d e

( U S  $  t h o u s a n d s )

     Tanzania  and  Kenya

M a i z e 8 5 1 _ 8 5 1

B e a n s 7 4 1 _ 7 4 1

F i s h 9 0 9 _ 9 0 9

W h e a t  f l o u r _ 6 4 1 6 4 1

B r e a d _ 95 95

R o o t  c r o p s 25 24 49

S u g a r 4 9 7 9 3 7 1 , 4 3 4

R i c e 3 0 8 11 3 1 9

B a n a n a s 11 3 14

M i l l e t 3 _ 3

F r u i t 17 _ 17

M a i z e  m e a l 34 8 42

G r o u n d n u t s 30 _ 30

L i v e s t o c k 1 1 8 _ 1 1 8

M i l k 16 1 5 3 1 6 9

C o f f e e _ 2 2

O t h e r _ 77 77

T o t a l 3 , 5 6 0 1 , 9 5 1 5 , 5 1 1

       Tanzania  and  Uganda

M a i z e 30 _ 30

B e a n s 8 1 9

F i s h 2 _ 2

W h e a t  f l o u r 1 3 2 _ 1 3 2

R o o t  c r o p s 1 _ 1

S u g a r 3 8 7 _ 3 8 7

R i c e 5 5 9 1 5 6 0

B a n a n a s 51 _ 51

M i l l e t _ 2 2

S o r g h u m _ 20 20

M a i z e  m e a l 11 _ 11

G r o u n d n u t s _ 2 2

C o f f e e 1 , 1 1 7 40 1 , 1 5 7

L i v e s t o c k 3 _ 3

O t h e r 1 _ 1

T o t a l 2 , 3 0 2 66 2 , 3 6 8

  S o u r c e :  O g u t u  a n d  E c h e s s a h ,  1 9 9 8 .
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In fo rma l  t r ade  in  indus t r i a l  goods  be tween  Tanzan ia  and  Kenya  i s

conduc ted  in  bo th  d i r ec t ions  fo r  mos t  commodi t i e s ,  bu t  t r ade  f avoured

Kenya’ s  i ndus t r i a l  expor t s .  In  1996 ,  Tanzan ia ’ s  expor t s  t o  Kenya

amounted  to  US $3  mi l l ion ,  wh i l e  impor t s  were  va lued  a t  abou t  US  $9 .6

mi l l ion .  The  main  impor t s  in  va lue  t e rms  were  cooking  fa t s /o i l s  (US

$2 .2  mi l l i on ) ,  t o i l e t r i e s  (US  $1 .8  mi l l i on ) ,  and  pe t ro l eum p roduc t s  (US

$1 .8  mi l l i on ) .  The  ma jo r  i ndus t r i a l  expor t s  were  ca r  and  b i cyc l e  pa r t s ,

bee r  and  sp i r i t s ,  cha rcoa l  and  t imbe r ,  t o i l e t r i e s  and  pe t ro l eum p roduc t s ,

a l l  va lued  a t  abou t  US  $0 .3  mi l l i on .  Be tween  Tanzan ia  and  Uganda ,

in fo rmal  t r ade  expor t s  o f  indus t r i a l  goods  were  pe t ro leum produc t s  (US

$400  thousand ) ,  so f t  d r inks  (US  $75  thousand ) ,  c a r  and  b i cyc l e  pa r t s

(US  $58  thousand) ,  cook ing  f a t s  (US  $  51  thousand) ,  new t ex t i l e s  (US

$50  thousand) ,  and  bee r  and  sp i r i t s  (US  $30  thousand) .  Among  the

impor t s ,  new tex t i l e s  had  the  h ighes t  va lue ,  o f  abou t  US $0 .6  mi l l ion .

Othe r  i n fo rma l  impor t s  were  to i l e t r i e s  (ove r  US  $0 .5  mi l l i on )  and  sa l t

( abou t  US  $0 .2  mi l l i on ) .
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Table  5 .12 .  ICBT in  indus tr ia l  goods  in  Tanzan ia

C o m m o d i t y E x p o r t s

( U S  $  t h o u s a n d s )

I m p o r t s

( U S  $  t h o u s a n d s )

T o t a l  t r a d e

( U S  $  t h o u s a n d s )

      Tanzania  wi th  Kenya

C o o k i n g  f a t s / O i l s _ 2 , 1 5 9 2 , 1 5 9

M a r g a r i n e _ 5 7 8 5 7 8

T o i l e t r i e s 29 1 , 7 9 2 1 , 8 2 1

P e t r o l e u m  p r o d u c t s 17 1 , 7 5 6 1 , 7 7 3

B e e r  &  S p i r i t s 70 6 0 3 6 7 3

S o f t  d r i n k s 5 78 93

N e w  t e x t i l e s 8 14 22

E l e c t r o n i c s _ 1 1

C o n s t .  m a t e r i a l s 12 72 84

S w e e t s  &  B i s c u i t s _ 5 3 8 5 3 8

C a r  &  B i c y c l e s  p a r t s 1 1 5 5 7 2 6 8 7

C h a r c o a l  &  T i m b e r 47 8 55

S a l t _ 3 4 5 3 4 5

O t h e r 2 , 5 5 6 1 , 1 2 0 3 , 6 7 3

T o t a l 2 , 8 5 9 9 , 6 3 6 1 2 , 4 9 5

       Tanzania  wi th  Uganda

C o o k i n g  f a t s / O i l s 51 2 53

T o i l e t r i e s 14 5 3 2 5 4 6

P e t r o l e u m  p r o d u c t s 4 0 0 7 4 0 7

B e e r  &  S p i r i t s 30 9 39

S o f t  d r i n k s 75 1 76

N e w  t e x t i l e s 50 5 7 4 6 2 4

E l e c t r o n i c s _ 2 2

C o n s t .  m a t e r i a l s 1 _ 1

S w e e t s  &  B i s c u i t s 1 31 32

C a r  &  B i c y c l e  p a r t s 58 36 94

C h a r c o a l  &  T i m b e r 31 2 33

S a l t 3 1 7 5 1 7 8

O t h e r 24 73 97

T o t a l 7 3 8 1 , 4 4 4 2 , 1 8 2

  S o u r c e :  O g u t u  a n d  E c h e s s a h ,  1 9 9 8
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The  su rvey  conduc ted  by  Ogu tu  and  Echessah  in  1997  on  the  un recorded

c ros s -bo rde r  t r ade  be tween  Kenya  and  Uganda  conc luded  t ha t  Uganda

in fo rma l ly  expor t ed  to  Kenya  ma ize  va lued  a t  abou t  $12 .4  mi l l i on  in

1996 .  Dur ing  th i s  su rvey  pe r iod ,  Kenya  impor t ed  beans  tha t  were  no t

r eg i s t e red  wi th  the  cus toms  o f f i c i a l s ,  t he  va lue  o f  wh ich  was  v i ewed  as

be ing  c lose  to  $5  mi l l i on .  So rghum,  mi l l e t ,  g roundnu t s  and  r i ce  w i th  a

to t a l  va lue  o f  $5  mi l l i on  were  a l so  impor t ed  f rom Uganda  bu t  were

unrecorded  in  the  o f f i c i a l  r eg i s t e r .  In  add i t ion ,  Kenya  impor ted  bananas

and  o the r  f ru i t s  va lued  a t  more  than  $0 .5  mi l l i on  and  roo t s / tube r s

e s t ima ted  a t  abou t  $2  mi l l i on .  The  bu lk  o f  Kenya ’ s  expo r t s  o f

unrecorded  food  c rops  to  Uganda  were  in  the  fo rm of  whea t  f lour

amoun t ing  to  abou t  $8  mi l l i on .  Kenya  expor t ed  (unof f i c i a l ly )  mi lk

p roduc t s  and  b read  t o  Uganda  fo r  an  amoun t  e s t ima ted  a t  $1 .3  mi l l i on

and  $2 .4  mi l l i on  r e spec t ive ly  (Ogu tu  and  Echessah ,  1997) .  In  add i t ion ,

Kenya  expor t ed  suga r  va lued  a t  $20  mi l l i on  compared  to  impor t s  f rom

Uganda ,  wh ich  amoun ted  to  on ly  $1  mi l l ion .  Ano the r  food  i l l ega l ly

impor t ed  f rom Uganda  was  f i sh ,  wh ich ,  du r ing  the  yea r  1996 ,  was

es t ima ted  a t  92 ,000  MT,  va lued  a t  more  than  $30  mi l l ion .  Kenya

in fo rmal ly  impor ted ,  a l so  f rom Uganda ,  cha rcoa l  and  wood  fue l  va lued

a t  about  $3  mi l l ion .

Major  non-agr icu l tu ra l  impor t s  f rom Uganda  to  Kenya  invo lved  in  the

in fo rma l  t r ade  were  t ex t i l e s  and  b icyc le / ca r  pa r t s ,  va lued  a t  abou t  $2

mi l l i on  in  1996 .  Pe t ro l ,  cook ing  o i l s ,  f a t s ,  bee r ,  and  wine  a r e  l ead ing

in fo rmal  expor t s  f rom Kenya  to  Uganda ,  which  were  e s t ima ted  in  the

same  pe r iod  a t  abou t  US  $11 .3  mi l l i on ,  US  $10 .8  mi l l i on ,  and  US  $6 .0

mi l l i on ,  r e spec t ive ly .  O the r  i t ems  inc luded  so f t  d r inks  ($5 .1  mi l l i on ) ,

c iga re t t e s  ($3 .7  mi l l ion ) ,  t o i l e t r i e s  ($3 .0  mi l l ion ) ,  ha rdware  ($3 .0

mi l l i on ) ,  and  t ex t i l e s  ($1 .5  mi l l i on ) .
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Table  5 .13 .  ICBT between  Kenya  and  Uganda

C o m m o d i t y E x p o r t s

( U S  $  t h o u s a n d s )

I m p o r t s

( U S  $  t h o u s a n d s )

T o t a l  t r a d e

( U S  $  t h o u s a n d s )

                       Agricul tura l  goods

M a i z e - 1 2 , 4 0 0 1 2 , 4 0 0

B e a n s - 5 , 0 0 0 5 , 0 0 0

S o r g h u m ,  m i l l e t ,  r i c e - 5 , 0 0 0 5 , 0 0 0

B a n a n a s ,  f r u i t s - 5 0 0 5 0 0

W h e a t  f l o u r 8 , 0 0 0 - 8 , 0 0 0

M i l k 1 , 3 0 0 - 1 , 3 0 0

B r e a d 2 , 4 0 0 - 2 , 4 0 0

R o o t s / t u b e s - 2 , 0 0 0 2 , 0 0 0

S u g a r 2 0 , 0 0 0 1 , 0 0 0 2 1 , 0 0 0

F i s h - 3 0 , 0 0 0 3 0 , 0 0 0

C h a r c o a l ,  w o o d  f u e l - 3 , 0 0 0 3 , 0 0 0

T o t a l 3 1 , 7 0 0 5 8 , 9 0 0 9 0 , 6 0 0

                       Non-agr icu l tura l  goods

T e x t i l e 1 , 5 0 0 2 , 0 0 0 3 , 5 0 0

P e t r o l e u m  p r o d u c t s 1 1 , 3 0 0 - 1 1 , 3 0 0

C o o k i n g  o i l s ,  f a t s 1 0 , 8 0 0 - 1 0 , 8 0 0

B e e r  &  w i n e s 6 , 0 0 0 - 6 , 0 0 0

S o f t  d r i n k s 5 , 1 0 0 - 5 , 1 0 0

C i g a r e t t e s 3 , 7 0 0 - 3 , 7 0 0

T o i l e t r i e s 3 , 0 0 0 - 3 , 0 0 0

H a r d w a r e 3 , 0 0 0 - 3 , 0 0 0

T o t a l 4 4 , 4 0 0 2 , 0 0 0 4 6 , 4 0 0

  S o u r c e :  O g u t u  and E c h e s s a h,  1 9 9 7

Rwanda’s  in fo rma l  expor t s  to  he r  ne ighbours  compr i se  ma in ly

ag r i cu l tu ra l  foods .  To  Uganda ,  t he  ma jo r  ag r i cu l tu ra l  expor t  was  pas s ion

f ru i t ,  va lued  a t  abou t  US  $131  thousand  in  2002 .  O the r  i l l ega l  expor t s

f rom Rwanda  to  Uganda  were  beans  (US $91  thousand)  and  ca r ro t s  (US

$21  thousand ) .  I n  t he  s ame  pe r iod ,  t he  ma jo r  i n fo rma l  ag r i cu l t u r a l

commodi t i e s  f rom Uganda  were  beans  va lued  a t  abou t  US  $552  thousand

and  maize  v iewed  a t  c lose  to  US $296  thousand ,  us ing  es t ima tes  o f  the

R w a n d a n  g o v e r n m e n t  (Min i s t è r e  d u C o m m e r c e  e t  d e  l ’ Indus t r ie  2 0 0 3 ) .

As  can  be  s een  above ,  beans  were  mov ing  in  bo th  d i r ec t ions  w i th

Rwanda  be ing  a  ne t  impor te r .  O the r  food  impor t s  f rom Uganda  were

on ions ,  eggs ,  bananas ,  f i sh ,  and  mi lk .
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In fo rma l  t r ade  be tween  Rwanda  and  Burund i  was  ma in ly  suga r ,  bee r ,

c lo thes ,  cemen t ,  and  t ex t i l e s .  In  2002 ,  Rwanda  unof f i c i a l ly  expor t ed

cement  va lued  a t  abou t  US  $328  thousand ,  and  impor ted  f rom Burund i

suga r ,  bee r ,  and  t ex t i l e s  e s t ima ted  a t  US  $1  mi l l ion ,  US  $2 .5  mi l l ion ,

and  US  $114  thousand ,  r e spec t ive ly .  A  s ign i f i can t  p ropo r t i on  o f  suga r

came  f rom Zambia  and  was  r e -expor t ed  to  Rwanda .  O the r  impor t s  f rom

Burund i  to  Rwanda  inc luded  p rocessed  co f fee ,  beans ,  and  r i ce .

The  ma in  in fo rmal  impor t s  f rom Tanzan ia  to  Rwanda  were  r i ce  (US $438

thousand) ,  whea t  f lour  (US $186  thousand) ,  f i sh  (US $51  thousand) ,

g roundnu t s  (US  $4  t housand ) ,  c a s sava  f l ou r  (US  $3  t housand ) ,  t o i l e t r i e s

(US $29  thousand) ,  and  t ex t i l e s  (US  $4  thousand)  du r ing  the  yea r  2002 .

Othe r  minor  impor t s  tha t  en te red  Rwanda  unof f i c i a l ly  f rom Tanzan ia  in

the  same  pe r iod  were  on ions ,  f ru i t ,  and  pa lm o i l .
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Table  5 .14 .  ICBT between  Rwanda  and  her  ne ighbours

C o m m o d i t y E x p o r t s

( U S  $  t h o u s a n d s )

I m p o r t s

( U S  $  t h o u s a n d s )

T o t a l  t r a d e

( U S  $  t h o u s a n d s )

      Rwanda with  Uganda

P a s s i o n  f r u i t 1 3 1 - 1 3 1

B e a n s 91 5 5 2 6 4 3

C a r r o t s 21 - 21

M a i z e - 2 9 6 2 9 6

T o t a l 2 4 3 8 4 8 1 , 0 9 1

      Rwanda  wi th  Burundi

C e m e n t 3 2 8 - 3 2 8

S u g a r - 1 , 0 0 0 1 , 0 0 0

B e e r  &  s p i r i t s - 2 , 5 0 0 2 , 5 0 0

T e x t i l e s - 1 1 4 1 1 4

T o t a l 3 2 8 3 , 6 1 4 3 , 9 4 2

      Rwanda wi th  Tanzania

R i c e - 4 3 8 4 3 8

W h e a t  f l o u r - 1 8 6 1 8 6

F i s h - 51 51

G r o u n d n u t s - 4 4

C a s s a v a  f l o u r - 3 3

T o i l e t r i e s - 29 29

T e x t i l e s - 4 4

T o t a l 7 1 5 7 1 5

    S o u r c e :  A u t h o r ’ s  e s t i m a t e s

Based  on  the  above  f igu res ,  one  can  conc lude  tha t  a  l a rge  po ten t i a l  fo r

t r ade  ex i s t s  be tween  coun t r i e s  i n  Eas t  Af r i ca  and  tha t  t r ade

l ibe ra l i sa t ion  th rough  reg iona l  coopera t ion ,  e spec ia l ly  he re  in  the

mone ta ry  f i e ld ,  w i l l  enhance  the  r ea l i s a t i on  o f  t h i s  po t en t i a l .

Thus ,  any  nego t i a t ion  o f  r eg iona l  mone ta ry  ag reemen t s  shou ld  t ake

accoun t  o f  bo th  t he  fo rma l  and  the  i n fo rma l  c ros s -bo rde r  t r ade ,  t o

ensu re  t ha t  i n fo rma l  en t r ep reneu r s  a r e  no t  d i s advan taged  i n  compar i son

wi th  the i r  fo rma l  sec to r  coun te rpa r t s .
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5 . 1 0 .  C o n c l u s i o n

I t  i s  ev iden t  tha t  subs tan t i a l  p rogresses  has  been  made  in  the  economic

f i e ld  by  Eas t  Af r i can  coun t r i e s  t owards  economic  conve rgence ;  a

p remise  fo r  mone ta ry  un ion .  However ,  t he  f a i lu re  o f  t he  Eas t  Af r i can

Communi ty  i n  1966 ,  due  t o  t he  po l i t i c a l  d i f f e r ences  be tween

government s ,  t h rows  some  doub t  on  the  r ea l i sa t ion  o f  the  new un ion .

Wi th in  the  p roposed  mone ta ry  un ion ,  Kenya  i s  the  mos t  impor tan t

economy in  the  r eg ion  and  cou ld  l ead  to  the  success  o f  t he  r eg iona l

economic  l i nkages  and  po l i t i c a l  so l i da r i t y .  The  sma l l e r  coun t r i e s

(Rwanda  and  Burund i )  mus t  be  suppor ted  and  mot iva ted  to  be  pa r t  o f  the

un ion ,  w i th  a  s t rong  focus  on  the  sho r t - t e rm advan tages  o f  be ing

members .

The  benef i t  o f  a  mone ta ry  un ion  de r ives  f rom the  fac t  tha t  i t  w i l l  expand

t rade  and  thus  boos t  g rowth .  Bu t  each  coun t ry  mus t  pu t  in  p lace  the

appropr i a t e  macroeconomic  d i sc ip l ine  and  s t ruc tu ra l  po l i c i e s  t o  mee t  t he

conve rgence  c r i t e r i a ,  wh ich  a r e  neces sa ry  be fo re  t he  succes s fu l  l aunch

of  a  common cur rency .

In  add i t ion ,  t he  bene f i t s  o f  a  mone ta ry  un ion  mus t  be  we ighed  aga ins t

i t s  cos t s .  A  s ing le  mone ta ry  and  exchange  r a t e  po l i cy  wi l l  no t  a l l ow

coun t r i e s  t o  make  d i f f e ren t  ad jus tmen t s  when  they  f ace  a symmet r i c

t e rms  o f  t r ade  shocks .  In  Eas t  Af r i ca ,  economic  r e fo rms  in i t i a t ed  du r ing

the  pas t  decade  and  the  l a rge  in f lows  o f  ex te rna l  a s s i s t ance  a re  expec ted

to  reduce  the  magn i tude  o f  shocks ,  keep  in f l a t ion  a t  a  low leve l ,  and

s t reng then  g rowth  in  the  reg ion .

The  deb t  t o  GDP ra t i o  and  ch ron ic  budge t  de f i c i t s  i n  Eas t  Af r i can

coun t r i e s  a r e  a r eas  o f  conce rn .  A l l  t hese  coun t r i e s  expe r i ence  a  h igh

deb t  to  GDP ra t io  and  a re  pa r t  o f  the  HIPC in i t i a t ive .  The  l a t t e r  wi l l

a s s i s t  t hem to  acc rue  r e sources ,  i f  ac t ive  measu res  a re  t aken  to  inc rease

government  r evenue ,  to  inves t  in  the  pover ty  r educ t ion  s t r a t eg ies  and

s t r eng then  t he i r  e conomies .
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Bes ide s ,  an  e f f i c i en t  paymen t  sy s t em wi l l  p romote  t he  e s t ab l i shmen t  o f

an  e f f i c i en t  f i nanc ia l  sys t em,  wh ich  wi l l  f ac i l i t a t e  t he  smoo th  f inanc ia l

t r ansmis s ions  o f  mone t a ry  po l i cy  among  the  r eg ion ,  and  t he  execu t ion  o f

f inanc ia l  t r ansac t ions  a t  h igh  speed  and  min imum cos t .  Indeed ,  t he

c rea t ion  o f  a  mone ta ry  un ion ,  wi th  the  bene f i t  t ha t  i t  p rov ides  pure ly

f rom lower  t r ansac t ion  cos t s ,  i s  expec ted  to  f ac i l i t a t e  the  f r ee  movement

o f  goods  and  inc rease  c ros s  bo rde r  t r ade ,  e spec ia l ly  fo r  l oca l  p roduce r s

in  the  sma l l  bus iness  sec to r .

Kenya ,  Uganda ,  and  Tanzan ia  once  aga in  l aunched  the  Eas t  Af r i can

Communi ty  in  2000 ,  w i th  the  goa l  o f  enhanc ing  coope ra t ion  in  a l l  a r eas

fo r  the  mutua l  bene f i t  o f  the  pa r tne r  s t a t e s .  Recen t ly ,  t he  EAC member

s t a t e s  have  s igned  documen t s ,  e s t ab l i sh ing  a  cus toms  un ion  be tween  the

th ree  coun t r i e s  f rom the  5 t h  o f  March  2004 .  Th i s  can  be  used  as  a

p la t fo rm fo r  the  l aunch  o f  a  mone ta ry  un ion  fo r  the  whole  reg ion .
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CHAPTER VI. IMPLEMENTING A MONETARY UNION

6 . 1 .  I n t r o d u c t i o n

As d i scussed  in  p rev ious  chap te r s ,  a  mone ta ry  un ion  wou ld  b r ing  abou t

comple te  f r eedom of  movement  fo r  pe r sons ,  goods ,  se rv ices  and  cap i t a l ,

a s  we l l  a s  i r r evocab ly  f ixed  exchange  r a t e s  be tween  na t iona l  cu r renc ie s

and ,  f ina l ly ,  a  s ing le  cu r rency .  Th i s ,  i n  tu rn ,  wou ld  imply  a  common

mone ta ry  po l i cy  and  r equ i r e  a  h igh  deg ree  o f  compa t ib i l i t y  o f  economic

po l i c i e s  and  cons i s t ency  i n  a  number  o f  o the r  po l i cy  a r ea s ,  pa r t i cu l a r ly

in  the  f i s ca l  f i e ld .  These  po l i c i e s  shou ld  be  gea red  to  p r i ce  s t ab i l i t y ,

ba lanced  g rowth ,  converg ing  s t anda rds  o f  l i v ing ,  h igh  employment  and

ex te rna l  equ i l i b r ium.

A c c o r d i n g  t o  s o m e  a u t h o r s  ( i n c l u d i n g  D e  G r a u w e ) ,  t h e  r e a l i s a t i o n  o f  a

mone ta ry  un ion  wou ld  be  e s t ab l i shed  on  the  bas i s  o f  a  T rea ty .  Th i s  wi l l

l ead  to  changes  in  na t iona l  l eg i s l a t ion .  Fo r  tha t  r eason ,  t he  un ion  wou ld

have  to  be  embodied  in  such  a  Trea ty ,  which  shou ld  c lea r ly  l ay  down the

bas i c  func t iona l  and  in s t i t u t iona l  a r r angemen t s ,  a s  we l l  a s  p rov i s ions

govern ing  i t s  implementa t ion .

An  economic  un ion  and  a  mone ta ry  un ion  fo rm two  in t eg ra l  pa r t s  o f  a

s ing le  whole  and  would  the re fo re  have  to  be  implemented  in  pa ra l l e l .

Bu t  t he  p r inc ipa l  f ea tu r e s  o f  an  economic  un ion  depend  s ign i f i c an t l y  on

the  ag reed  mone ta ry  a r r angemen t s  and  cons t r a in t s .  I t  i s  t hen  a rguab le

tha t  t he  p rocess  o f  ach iev ing  mone ta ry  un ion  i s  on ly  conce ivab le  i f  a

h igh  degree  o f  economic  convergence  i s  a t t a ined .  Th i s  chap te r  w i l l

unde r t ake  t he  t a sk  o f  s t udy ing  t he  s t ages  l e ad ing  t owards  mone ta ry

un ion .  These  i nc lude  the  t r ans i t i on  p roces s ,  t he  i n s t i t u t i ona l

a r r angemen t s  and  the  mac ro  coo rd ina t ion  o f  f i s ca l  po l i c i e s  i n  a  mone ta ry

union.
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6 .2 .  Trans i t i on  to  a  monetary  un ion

The  c rea t ion  o f  a  mone ta ry  un ion  mus t  be  v i ewed  as  a  p rocess .

Fo l lowing  the  example  o f  t he  European  Mone ta ry  Un ion ,  t he  t r ans i t i on

process  wou ld  be  se t  ou t  in  s t ages ,  wh ich  gu ide  the  p rogress ive

movemen t  t o  t he  f i na l  ob j ec t i ve .  Thus ,  t he  dec i s ion  t o  en t e r  upon  the

f i r s t  s t age  shou ld  be  a  dec i s ion  to  embark  on  the  en t i r e  p rocess  (De lo r s

1989) .  Th i s  s ec t i on  r ev i ews  ce r t a in  p r inc ip l e s  gu id ing  t he  t r ans i t i on

process  and  the  Maas t r i ch t  T rea ty ,  wh ich  ou t l ined  the  t r ans i t i on  towards

the  EMU.

6 . 2 . 1 .  P r i n c i p l e s  d u r i n g  t h e  t r a n s i t i o n  p r o c e s s

In  de s ign ing  t he  s t ep -by - s t ep  app roach  ( s t ages )  du r ing  t he  t r ans i t i on

process ,  a  number  o f  cons ide ra t ions  mus t  be  t aken  in to  accoun t  a s

desc r ibed  by  De lo r s  (1989) .

 i )  D i s c r e t e  b u t  e v o l u t i o n a r y  s t e p s :  t he  p rocess  o f  imp lemen t ing

mone ta ry  un ion  w i th in  a  r eg ion  wou ld  have  t o  be  d iv ided  i n to  a

l imi ted  number  o f  c l ea r ly  de f ined  s t ages .  Each  s t age  would  have

to  r ep re sen t  a  s i gn i f i can t  change  w i th  r e spec t  t o  t he  p reced ing

one .  New a r r angemen t s  coming  in to  fo rce  a t  t he  beg inn ing  o f  each

s t age  wou ld  g radua l ly  deve lop  the i r  e f f ec t s  and  b r ing  abou t  a

change  in  economic  c i r cums tances  so  a s  to  pave  the  way  fo r  the

nex t  s t age .  Th i s  evo lu t i ona ry  deve lopmen t  wou ld  app ly  t o  bo th

func t iona l  and  in s t i t u t i ona l  a r r angemen t s .

 i i )  Para l l e l i sm: a  mone ta ry  un ion  w i thou t  a  su f f i c i en t  deg ree  o f

conve rgence  o f  mone ta ry  po l i c i e s  i s  un l ike ly  to  be  du rab le .

Pa ra l l e l  advancement  in  economic  and  mone ta ry  in t eg ra t ion  wou ld

be  ind i spensab le  i n  o rde r  t o  avo id  imba lances ,  wh ich  cou ld  cause

economic  s t r a ins  and  lo s s  o f  po l i t i ca l  suppor t  fo r  deve lop ing  the

reg ion  fu r the r  in to  a  mone ta ry  un ion .  However ,  pe r fec t

pa ra l l e l i sm a t  each  and  eve ry  po in t  o f  t ime  wou ld  be  imposs ib l e

and  cou ld  even  be  coun t e rp roduc t i ve .  Some  t empora ry  dev i a t i ons

f r o m  p a r a l l e l i s m  a r e  p a r t  o f  t h e  d y n a m i c  p r o c e s s .  P a r a l l e l i s m
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would  have  to  be  ma in ta ined  in  the  med ium te rm,  and  a l so  be fo re

proceed ing  f rom one  s t age  to  the  nex t .

 i i i )  Calendar :  t he  cond i t i ons  fo r  mov ing  f rom one  s t ep  to  ano the r  s t ep

canno t  be  de f ined  p rec i se ly  in  advance ;  no r  i s  i t  poss ib le  to

fo re see  t oday  when  the  cond i t i ons  w i l l  be  r ea l i s ed .  The  s e t t i ng  o f

exp l i c i t  dead l ines  i s  t he re fo re  no t  adv i sab le .  However ,  t he re

shou ld  be  a  c l ea r  ind ica t ion  o f  su i t ab le  t iming  fo r  mov ing  f rom

one  s t ep  to  ano the r  one ,  mos t  impor tan t ly  r ega rd ing  the  move  to

i r revocab ly  f ixed  exchange  ra tes .  An  example  o f  f a i lu re  in  the

ca lenda r  i s  t he  ECOWAS ob jec t ive  to  fo rm a  mone ta ry  un ion  wi th

t h e  W A E M U  b y  J a n u a r y  2 0 0 4 .  T h i s  o b j e c t i v e  w a s  n o t  a c h i e v e d  b y

tha t  t ime .

 i v )  Par t i c ipa t ion :  the re  i s  an  in ten t ion  to  fo rm a  mone ta ry  un ion

wi th in  a  r eg ion ,  bu t  no t  a l l  t he  members  o f  t ha t  r eg ion  pa r t i c ipa t e

fu l ly  in  a l l  i t s  a spec t s  f rom the  ou t se t .  A  consensus  on  the  f ina l

ob jec t ives  o f  t he  un ion ,  a s  we l l  a s  pa r t i c ipa t ion  in  the  same  se t  o f

in s t i t u t i ons ,  shou ld  be  ma in t a ined ,  wh i l e  a l l owing  fo r  a  deg ree  o f

f l ex ib i l i t y  conce rn ing  the  da te  and  cond i t ions  on  which  some

member  coun t r i e s  wou ld  jo in  ce r t a in  a r r angemen t s .  However ,  t h i s

way  o f  manag ing  the  t r ans i t ion  p rocess  would  have  to  keep  in

mind  the  need  to  f ac i l i t a t e  the  in t eg ra t ion  o f  the  o the r  members .

6 .2 .2 .  The  EMU and  the  Maas tr i ch t  convergence  cr i t er ia

The  Maas t r i ch t  t r ea ty  (1992)  dec ided  the  s t r a t egy  and  the  t ime tab le  fo r

advanc ing  towards  European  Economic  and  Mone ta ry  in t eg ra t ion .  The

Trea ty  ou t l ined  a  th ree - s t age  p rocess  fo r  ach iev ing  the  EMU and  l a id

down  the  fo l l owing  f i ve  c r i t e r i a ,  wh ich  eve ry  Eu ropean  Un ion  coun t ry

asp i r ing  to  pa r t i c ipa te  in  the  EMU had  to  mee t :

i )  Pr ice  s tab i l i t y :  t he  app l i can t  coun t ry ’ s  i n f l a t i on  r a t e  shou ld  no t

be  more  than  1 .5  pe r  cen t  h ighe r  than  the  ave rage  o f  the  th ree

member  s t a tes  wi th  the  lowes t  in f l a t ion  ra tes .
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i i )  I n t e r e s t  r a t e :  i t s  nomina l  long- te rm in te res t  r a t e  shou ld  no t  be

more  than  2  pe r  cen t  h igher  than  the  ave rage  ra t e  o f  the  th ree

low- in f l a t i on  member  s t a t e s .

i i i )  Deb t  convergence :  i t s  pub l i c  deb t  shou ld  no t  exceed  60  pe r  cen t

o f  GDP;  i f  i t  does ,  i t  shou ld  be  b rough t  down low enough  to

app roach  the  r e f e r ence  va lue  o f  60  pe r  cen t  a t  a  s a t i s f ac to ry

pace .

i v )  Budge t  de f i c i t :  i t s  gove rnmen t  budge t  de f i c i t  shou ld  no t  be

more  than  3  pe r  cen t  o f  i t s  GDP;  i f  i t  i s ,  i t  shou ld  be  dec l in ing

subs t an t i a l l y  and  con t inuous ly  and  come  c lo se  t o  t he  3  pe r  cen t

no rm,  o r ,  a l t e rna t ive ly ,  t he  dev ia t ion  f rom the  no rm shou ld  be

on ly  excep t iona l  and  t empora ry  and  remain  c lose  to  i t .

v )  Currency  s t ab i l i t y :  i t s  cu r rency  shou ld  have  been  s t ab le  wi th in

the  na r row band  o f  the  European  Mone ta ry  Sys tem (EMS)

wi thou t  r ea l ignment s  o r  seve re  t ens ions  fo r  a t  l eas t  t he  two

preced ing  yea r s .

I n  add i t i on ,  t he  app l i c an t  coun t ry ’ s  c en t r a l  bank  shou ld  become

independen t .  The  t ime tab le  and  con ten t  o f  t he  t h ree - s t age  p roces s  fo r

ach iev ing  the  European  Union  were  a s  fo l lows :

i )  S tage  1  (1990-3 ) :  a l l  communi ty  cu r r enc i e s  j o in  t he  Exchange

Ra te  Mechan i sm (ERM)  on  equa l  t e rms .  The  member  s t a t e s  fu l ly

l i be r a l i z e  cap i t a l  movemen t s  and  improve  economic  po l i cy

coord ina t ion  be tween  them.  Exchange  r a t e  r ea l ignment s

r ema ined  poss ib l e .

i i )  S tage  2  (1994-8 ) :  t he  European  Mone ta ry  In s t i t u t e  (EMI)  i s  s e t

up .  Mone ta ry  po l i cy  con t inues  t o  be  made  by  na t i ona l  cen t r a l

banks ,  wh i l e  the  EMI  concen t ra t e s  on  de f in ing  the  ins t rumen t s

and  p rocedures  which  the  European  Cen t ra l  Bank  (ECB)  wi l l

use  in  the  nex t  s t age ,  and  moni to r s ,  w i th  the  Commiss ion ,  the

economic  s i t ua t ion  o f  t he  coun t r i e s  w i th  r ega rds  t o  t he  c r i t e r i a

fo r  admiss ion  to  the  EMU.

i i i )  S tage  3  (1999) :  exchange  ra t e s  a re  i r r evocab ly  locked .  The

European  Sys t em o f  Cen t r a l  Banks  (ESCB)  and  t he  Eu ropean

Cen t ra l  Bank  (ECB)  s t a r t  fo rmula t ing  and  implement ing  the
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common mone ta ry  po l i cy  accord ing  to  the  p rov i s ions  o f  t he

t r ea ty ,  wh ich  inc lude :

1 .  t h ree  fundamen ta l  p r inc ip le s .  ( a )  t h e  o b j e c t i v e  o f  p r i c e

s t ab i l i ty ;  (b )  independence  f rom na t iona l  governments  and

commun i ty  au tho r i t i e s ;  ( c )  democra t i c  a ccoun t ab i l i t y .

2 .  t h ree  ma in  t a sks .  ( a )  t h e  f o r m u l a t i o n  a n d  i m p l e m e n t a t i o n  o f

the  s ing le  mone ta ry  po l i cy  and  the  i s sue  o f  t he  common

cur rency ;  (b )  exchange  r a t e  and  r e se rve  a r r angemen t s ;  ( c )

bank ing  superv i s ion .

The  ESCB i s  composed  o f  the  European  Cen t ra l  Bank  (ECB)  and  the

Na t iona l  Cen t ra l  Banks  (NCBs)  o f  member  s t a t es .  The  ECB and  the

NCBs  o f  the  EU member  s t a t e s  tha t  have  met  the  Maas t r i ch t  c r i t e r i a  and

agreed  to  adop t  t he  s ing le  cu r rency ,  co l l ec t ive ly  fo rm the  “Euro

sys t em” .  The  Euro  sys t em i s  managed  by  t he  dec i s ion -mak ing  bod ie s  o f

the  ECB,  namely  the  Govern ing  Counc i l  and  the  Execu t ive  Board .  The

Govern ing  Counc i l  i s  t he  h ighes t  dec i s ion -mak ing  body  o f  the  ECB and

cons i s t s  o f  t he  gove rnor s  o f  t he  cen t r a l  banks  o f  t he  Euro  a rea .

The  da te  o f  the  t r ans i t ion  to  s t age  th ree  and  the  membersh ip  o f  the

mone ta ry  un ion  were  cond i t iona l  on  the  ma jo r i ty  o f  member  s t a t e s

ach iev ing  a  h igh  degree  o f  sus t a inab le  convergence ,  a s  l a id  down in  the

conve rgence  c r i t e r i a  s e t  by  the  t r ea ty .  Accord ing  to  the  t r ea ty ,  i t  was

agreed  tha t  f rom the  beg inn ing  o f  the  th i rd  s t age  o f  t he  EMU,  exchange

ra te s  wou ld  be  i r r evocab ly  locked  and  mone ta ry  po l i cy  wou ld  be  handed

over  to  the  European  Cen t ra l  Bank .

6 .3 .  Centra l  bank  in  monetary  un ion

As  r emarked  p rev ious ly ,  t he  u l t ima te  ob j ec t i ve s  o f  po l i c i e s  i n  an

economic  and  mone ta ry  un ion  shou ld  be  gea red  to  p r i ce  s t ab i l i t y ,

ba lanced  g rowth ,  converg ing  s t anda rds  o f  l i v ing ,  h igh  employment  and

ex te rna l  equ i l i b r ium.  By  ach i ev ing  those  ob j ec t i ve s ,  mone ta ry

au thor i t i e s  wi l l  need  a  c l ea r  v i s ion  no t  on ly  o f  the  med ium te rm

di rec t ion  in  which  they  would  be  channe l l ing  the i r  in i t i a t ives  in  the
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mone ta ry  sphe re ,  bu t  a l so  o f  t he  da i l y  imp lemen ta t i on  o f  t he  po l i c i e s

they  a re  r e spons ib le  fo r  f r aming  and  coord ina t ing .  The  purpose  o f  th i s

sec t ion  i s  t o  examine  some  ana ly t i ca l  and  ope ra t iona l  i s sues ,  wh ich  a r i se

when  a  t r ans fe r  o f  dec i s ion -mak ing  power  in  the  mone ta ry  f i e ld  f rom

na t iona l  au tho r i t i e s  t o  a  communi ty  in s t i t u t ion  has  to  t ake  p l ace .

6 .3 .1 .  Common currency  or  i r revocab ly  f i xed  exchange  ra te

Accord ing  to  De  Grauwe  (1992) ,  a  common  cu r rency  can  be  in t roduced

in  two  ways .  One  cons i s t s  i n  announc ing  tha t  on  a  pa r t i cu la r  day  the

na t i ona l  cu r r ency  w i l l  be  abo l i shed  and  r ep l aced  by  t he  new  cu r r ency

(Euro  fo r  t he  EMU) .  Thus ,  on  tha t  day ,  c i t i zens  in  t he  member  s t a t e s  o f

the  un ion  wi l l  have  to  conver t  the i r  ho ld ings  o f  na t iona l  cu r renc ies  in to

the  new cur rency ,  a t  a  g iven  conver s ion  r a t e .  The  new cur rency  wi l l  t hen

be  lega l  t ender  in  a l l  count r ies  in  the  un ion .

An  a l t e rna t ive  and  equ iva l en t  me thod  cons i s t s  i n  s t a r t i ng  wi th  a

mone ta ry  re fo rm in  the  fo l lowing  way .  Al l  na t iona l  cu r renc ies  a re

conver t ed  in to  new na t iona l  cu r renc ies  so  tha t  they  a re  a l l  a t  pa r .  Then

the  na t iona l  cu r renc ie s  a re  dec la red  l ega l  t ende r  in  each  coun t ry .  I t  i s

c l ea r  he re  tha t  t he  conve r s ion  ope ra t ion ,  l ead ing  to  cu r renc ie s  t ha t  a r e

t r aded  a t  pa r ,  i s  e s sen t i a l .  I f  such  a  conver s ion  i s  no t  done ,  a  shopkeeper

in  one  coun t ry  wi l l  be  fo rced  to  e s t ab l i sh  many  d i f f e ren t  p r i ce  l i s t s ,  a s

the re  a re  many  na t iona l  cu r renc ie s  and  each  becomes  l ega l  t ende r .  Th i s

wi l l  l ead  to  g rea t  p rac t i ca l  p rob lems .  I t  may  a l so  l ead  to  r e fusa l s  t o

accep t  paymen t  i n  fo re ign  cu r renc ie s .  Thus ,  a  r eg ime  in  wh ich  na t iona l

cu r renc ies  c i r cu la t e  a t  pa r  and  a re  l ega l  t ende r  in  each  coun t ry  in  the

un ion  w i l l  be  cons ide red  a s  equ iva l en t  t o  t he  r eg ime  o f  a  common

currency .

I r r evocab ly  f ixed  exchange  r a t e s  suppose  tha t ,  in  the  f ina l  s tage ,  the

na t iona l  au thor i t i e s  announce  tha t ,  f rom now on ,  t he  exchange  r a t e s  a re

“ i r r evocab ly  f ixed”  a t  the  r a t e s  tha t  p reva i l  a t  t ha t  moment .  In  th i s

reg ime ,  each  cur rency  main ta ins  i t s  so le  l ega l - t ender  s t a tus

domes t i ca l ly .  I t  i s  c l ea r  tha t  the  l a t t e r  r eg ime  wi l l  no t  e l imina te  the
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need  to  use  the  fo re ign  exchange  marke t  and  wi l l  then  invo lve

t r ansac t ion  cos t s .

I t  i s  consequen t ly  a rguab le  tha t  the  on ly  v iab le  fo rm of  mone ta ry  un ion

i s  one  whe re  a  common  cu r r ency  has  d i sp l aced  the  na t iona l  cu r r enc i e s ,

and  where  one  cen t ra l  bank  conduc t s  mone ta ry  po l i cy  in  the  un ion .

6 .3 .2 .  The  des ign  o f  a  centra l  bank  in  a  monetary  un ion

There  have  been  s tud ies  by  Giavazz i  e t  a l  (1988) ,  De  Grauwe  (1992)  and

Dornbusch  (1993)  showing  tha t  t he  incen t ive  fo r  a  l ow- in f l a t ion  coun t ry

to  jo in  a  mone ta ry  un ion  wi th  a  h igh- in f l a t ion  coun t ry  i s  low.  There  i s

no th ing  to  be  ga ined  fo r  t he  low- in f l a t ion  coun t ry  in  t e rms  o f  i n f l a t ion

and  unemploymen t .  A l l  t he  ga ins  a re  fo r  t he  h igh - in f l a t ion  coun t r i e s .

Th i s  means  tha t  the re  i s  on ly  one  way  fo r  the  low- in f l a t ion  coun t ry  to

agree  to  move  to  the  s t age  o f  a  common cur rency .  The  cond i t ion  i s  t ha t

the  cen t r a l  bank  i s  a s  “ha rd -nosed”  (De  Grauwe ,  1992)  abou t  i n f l a t i on  a s

the  l ow- in f l a t i on  coun t ry ’ s  own  cen t r a l  bank .

Many  theo r i e s  show tha t  t he  na tu ra l  r a t e  o f  unemploymen t  happens  to  be

h igher  in  a  h igh- in f la t ion  coun t ry  than  in  a  low- in f la t ion  one .  In  the

case  o f  a  mone ta ry  un ion  wi th  a  common  cu r rency ,  t he  fu tu re  cen t r a l

bank  wi l l  f ace  much  s t ronger  p ressures  to  be  so f t  on  in f l a t ion  than  d id

the  p r ev ious  na t i ona l  c en t r a l  banks .  As  a  r e su l t ,  t he  l ow- in f l a t i on

coun t ry  i s  l i ke ly  to  ins i s t  t ha t  the  common cen t ra l  bank  g ives  an

over r id ing  p r io r i ty  to  keep ing  in f l a t ion  low.

There  i s  now a  widespread  consensus  among  economis t s  tha t  two

cond i t ions  have  to  be  sa t i s f i ed  to  ensu re  tha t  t he  cen t r a l  bank  in  a

mone ta ry  un ion  w i l l  pu r sue  a  non - in f l a t i ona ry  po l i cy .  F i r s t ,  t he  p r imary

o b j e c t i v e  o f  t h e  c e n t r a l  b a n k  s h o u l d  b e  p r i c e  s t a b i l i t y .  T h u s ,  a n y

re fe rence  to  h igh  employment  a s  an  ob jec t ive  o f  mone ta ry  po l i cy  shou ld

be  avo ided .  Second ly ,  t he  cen t r a l  bank  shou ld  be  in s t i t u t i ona l ly

independen t  o f  t he  po l i t i c a l  au tho r i t i e s .
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6 .3 .3 .  Centra l  bank  independence

Many economis t s  have  a rgued  tha t  a  h igh  l eve l  o f  cen t ra l  bank

independence ,  coup led  wi th  some  exp l i c i t  manda te  fo r  t he  Bank  to

re s t r a in  in f l a t ion ,  i s  an  impor t an t  i n s t i t u t iona l  dev ice  to  a s su re  p r i ce

s t ab i l i t y .

Accord ing  to  t he  gene ra l  v i ew  o f  t he  mone ta r i s t s ,  t he  mone ta ry

au tho r i t i e s  cha rged  wi th  the  execu t ion  o f  mone ta ry  po l i cy  shou ld  be

independen t  o f  t he  l eg i s l a t i ve  and  execu t ive  b ranches  o f  gove rnmen t .

Cen t ra l  banke r s ,  so  the  a rgumen t  goes ,  shou ld  have  enough  f r eedom

from government  in te r fe rence  to  a l low them to  de te rmine  and  implement

mone ta ry  po l i cy  fo r  a  subs tan t i a l  l eng th  o f  t ime ,  wi thou t  conce rns  tha t

the i r  au thor i ty  migh t  be  undermined .

E i j f fnge r  and  de  Haan  (1996)  i l l u s t r a t e  t ha t  cen t r a l  bank  independence

re fe r s  to  th ree  a reas  in  which  the  in f luence  o f  government  mus t  be

exc luded  o r  d r a s t i ca l l y  cu r t a i l ed :  i ndependence  i n  pe r sonne l  ma t t e r s ;

f i n a n c i a l  a u t o n o m y;  po l i cy  i ndependence .

6 . 3 . 3 . 1 .  I n d e p e n d e n c e  i n  p e r s o n n e l  m a t t e r s

Ei j f fnge r  and  de  Haan  (1996)  s t a t e  tha t  i t  i s  no t  f eas ib le  to  exc lude

gove rnmen t  i n f luence  comple t e ly  when  appo in tmen t s  a r e  made  to  such

impor t an t  pub l i c  i n s t i t u t i ons  a s  cen t r a l  banks  a r e .  Pe r sonne l

independence  r e f e r s  he re  t o  t he  i n f luence  tha t  gove rnmen t  exe r t s  on

appo in tmen t  p rocedures .  Va r ious  c r i t e r i a  a r e  r e l evan t ,  such  a s

gove rnmen t  r ep resen ta t ion  in  the  gove rn ing  body  o f  t he  cen t r a l  bank ,

appo in tmen t  p rocedures ,  t he  t e rm o f  o f f i ce  o f  s en io r  employees  and

procedures  gove rn ing  the  d i smis sa l  o f  t he  boa rd  o f  t he  bank .

6 .3 .3 .2 .  F i n a n c i a l  a u t o n o m y

I t  i s  c l ea r  tha t  po l i t i c i ans  can  in f luence  the  cen t ra l  bank  i f  the

gove rnmen t  i s  ab l e  t o  f i nance  i t s  expend i tu re  e i t he r  d i r ec t l y  o r
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ind i rec t ly  v i a  cen t ra l  bank  c red i t s .  In  tha t  case  the re  i s  no  f inanc ia l

i ndependence .  D i r ec t  a cces s  t o  cen t r a l  bank  c r ed i t  imp l i e s  t ha t  mone ta ry

po l i cy  i s  subord ina ted  to  f i sca l  po l i cy .  Ind i rec t  access  may  resu l t  i f  t he

cen t ra l  bank  i s  the  cash ie r  o f  the  government  o r  i f  i t  hand les  the

management  o f  government  deb t .  In  these  cases  r e s t r i c t ions  may  be

necessa ry  to  p reven t  gove rnmen t  in t e r f e rence  wi th  mone ta ry  po l i cy .

6 . 3 . 3 . 3 .  P o l i c y  i n d e p e n d e n c e

This  i s  r e l a t ed  to  the  management  room g iven  to  the  cen t ra l  bank

regard ing  the  fo rmula t ion  and  execu t ion  o f  mone ta ry  po l i cy .  As  sa id

p rev ious ly ,  t he  p r imary  ob jec t ive  o f  a  cen t r a l  bank  i s  t o  ma in t a in  p r i ce

s t ab i l i t y .  Fundamen ta l ly ,  t he  l a t t e r  ob jec t ive  i s  g iven  two  d i f f e ren t

in t e rp re t a t ions :  p r i ce  l eve l  cons t ancy  ve r sus  ze ro  in f l a t ion .  F i sche r

(1994)  ha s  shown  tha t  t he  ob j ec t i ve  o f  l ong - t e rm  p r i ce  l eve l  cons t ancy

impl i e s  a  s t r a t egy  fo r  mone ta ry  po l i cy  tha t  p rov ides  low unce r t a in ty  a s

regards  the  p r i ce  l eve l  fo r  the  long  run  bu t  compara t ive ly  h igh

unce r t a in ty  fo r  the  shor t  run ,  wh i l e  the  ob jec t ive  o f  ze ro  in f l a t ion  y ie lds

lower  p r i ce  l eve l  unce r t a in ty  fo r  the  shor t  run  bu t  h igh  and  r i s ing

uncer t a in ty  fo r  the  long  run .  So  the re  i s  some  room fo r  manoeuvre  fo r

the  cen t ra l  bank  wi th  r e spec t  to  the  goa l  o f  mone ta ry  po l i cy .

A  cen t ra l  bank  mus t  a l so  wie ld  e f f ec t ive  in s t rumen t s  in  o rde r  to  de fend

i t s  ob jec t ives .  A  bank  tha t  has  ins t rument  independence  i s  f r ee  to  choose

the  means  by  which  i t  s eeks  to  ach ieve  i t s  goa l s .  I f  government  approva l

i s  r equ i red  o f  the  cen t ra l  bank’s  use  o f  po l i cy  ins t rumen t s ,  no

ins t rumen t  independence  ex i s t s .  However ,  e f f ec t ive  cen t r a l  bank

independence  impl ie s  tha t  the  na t iona l  l eg i s l a t ion  o f  va r ious  coun t r i e s

wi l l  have  to  be  changed  be fo re  t he  imp lemen ta t ion  o f  such

independence .

6 .4 .  Ro le  o f  f i s ca l  po l i cy  in  monetary  un ion

Many au thor s  have  r ea l i sed  tha t  mone ta ry  un ion  i s  no t  a  ma t t e r  o f

mone ta ry  po l i cy  a lone .  They  have  po in ted  to  the  impor t an t  f i s ca l  po l i cy
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impl i ca t ions  o f  mone ta ry  un i f i ca t ion .  Th i s  impl i ca t ion  can  be

summar i sed  a s  fo l lows :  f i r s t ly ,  i n  a  mone ta ry  un ion ,  b ind ing  ru le s

l im i t i ng  r evenue  f rom money  c r ea t i on  a r e  de t e rmined  by  a  common

dec i s ion  o r  a  common  cen t r a l  bank  and  sha red  among  the  members  o f  t he

un ion .  Second ly ,  i f  mone ta ry  po l i cy  and  exchange  r a t e  po l i cy  can  no

longe r  be  u sed  a s  an  ac t i ve  po l i cy  i n s t rumen t ,  a  ha rmon i sa t i on  o f  t ax

ra t e s  and  the  en la rgemen t  o f  t r ans fe r  paymen t s  w i th in  the  un ion  a re

necess i t i e s .

6 . 4 . 1 .  R e v e n u e  f r o m  m o n e y  c r e a t i o n

In  gene ra l ,  t he re  a re  good  r easons  to  l ay  down  a  cons t i tu t iona l

l imi t a t ion  o f  pub l i c  deb t .  Bu t  o f t en  gove rnmen t s  have  r ecour se  to  e scape

c lauses  l i ke  the  bad  s t a t e  o f  t he  economy due  to  a  r ecess ion ,  o r  s eve re

s t ruc tu ra l  ad jus tmen t  p rob lems .

However ,  budge t  de f i c i t s  can  have  d i f f e r en t  causes .  They  can  e i t he r

resu l t  f rom add i t iona l  expend i tu res  fo r  in f ra s t ruc tu re  and  f rom lower

t axes  o r  t hey  can  r e f l ec t  i nc r ea s ing  subs id i e s  and  t r ans f e r  paymen t s .  I n

the  f i r s t  case ,  economic  g rowth  i s  usua l ly  s t imula ted ,  thus  induc ing

h igher  t ax  r evenues  in  the  med ium te rm,  which  a l low se rv ic ing  o f  the

h ighe r  pub l i c  deb t .  A  budge t  de f i c i t  c r ea t ed  fo r  i nves tmen t  pu rposes

may  the re fo re  no t  ha rm bu t  even  benef i t  the  economy.  I t  i s  on ly  in  the

second  case  tha t  budge t  de f i c i t s  c r ea t e  a  p rob lem.

The  ma in  a rgumen t  fo r  f i s ca l  r e s t r a in t  i s  t ha t  gove rnmen t s  wh ich  bo r row

heav i ly  face  the  r i sk  tha t  the i r  cu r renc ies  wi l l  deprec ia te .  Th i s  r i sk  i s

a l so  a  major  mot ive  fo r  f inanc ia l  marke t s  to  demand  h igher  in te res t

ra tes .  In  a  mone ta ry  un ion ,  however ,  the re  can  be  no  longer  b e  e x c h a n g e

ra t e  r i sks  be tween  member  s t a t e s  o f  t he  un ion .  Accord ing  to  th i s

a rgument ,  governments  wi l l  t he re fo re  inc rease  the i r  bor rowing ,  thus

dr iv ing  up  rea l  in te res t  r a tes ,  no t  on ly  fo r  themse lves  bu t  a l so  fo r  the

un ion  a s  a  who le .  Indeed ,  coun t r i e s  r a i s ing  the i r  deb t  beyond  levels

wh ich  a r e  cons ide r ed  t o  be  su s t a inab l e ,  cou ld  expec t  t ha t  t he  common

mone ta ry  au tho r i t i e s  w i l l  come  to  the i r  a id .  Such  r e scue  ope ra t ions
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would  t ax  c i t i zens  in  a l l  a  un ion ’ s  member  s t a t e s  w i th  a  h ighe r  i n f l a t ion

ra te .

Thus ,  t he  move  to  a  mone ta ry  un ion  wi th  a  common cen t ra l  bank  i s

l i ke ly  to  fu r the r  s t r eng then  the  marke t  d i sc ip l ine  o f  expans iona ry

government s .  Na t iona l  government s  wi l l  no  longer  be  ab le  to  r educe

the i r  r ea l  deb t  bu rden  by  in f l a t i ng  the i r  cu r r enc i e s .

In  p r inc ip le ,  gove rnmen t s  wou ld  be  t r ea t ed  l ike  en te rp r i se s ;  even tua l ly

fu r the r  loans  would  be  g iven  on ly  i f  the  na t iona l  government  announced

a  c r ed ib l e  and  p romis ing  p rog ramme to  r educe  i t s  deb t .

6 .4 .2 .  S tab i l i sa t ion  po l i cy ,  t rans fers  and  taxes  in  a  monetary  un ion

Accord ing  to  t he  work  o f  Ba r re l  (1992) ,  a  common  cu r rency  does  no t

imp ly  tha t  f i s ca l  d i sc ip l ine  i s  worsen ing .  He  fu r the r  a rgues  tha t  w i th

mone ta ry  po l i cy  gea red  towards  the  ach ievemen t  o f  p r i ce  l eve l  s t ab i l i t y ,

f i sca l  po l i cy  wi l l  have  to  p lay  a  more  impor tan t  ro l e  wi th  r e spec t  to

macroeconomic  s t ab i l i s a t ion ,  e spec i a l ly  w i th  economic  shocks .  In  t h i s

r e spec t ,  add i t i ona l  i ncome  red i s t r i bu t ion  wi th in  the  un ion  i s  o f t en  ca l l ed

fo r .  Indeed ,  a  ha rmoni sa t ion  o f  na t iona l  t ax  l aws  i s  f r equen t ly

cons ide red  a  p recond i t ion  o f  mone ta ry  un i f i ca t ion .

Many  economis t s  have  shown  tha t  d i f f e r en t  r a t e s  among  coun t r i e s  fo r

t axes  on  goods ,  s e rv ices  and  f ac to r s  o f  p roduc t ion  unde rmine  the

sus t a inab i l i t y  o f  a  mone ta ry  un ion ,  a s  i ncons i s t en t  t ax  r a t e s  cou ld  eas i ly

l ead  to  pe r s i s t en t  t r ade  imba lances .  However ,  t he  l eve l  o f  t ax  r a t e s  and

the  supp ly  o f  pub l i c  goods  a re  impor t an t  de t e rminan t s  o f  t he

compe t i t i venes s  o f  a  coun t ry .  They  wi l l  t he re fo re  a f f ec t  t he  l eve l  o f  r ea l

exchange  r a t e s .  Thus ,  g iven  the  coun t ry  o f  o r ig in  p r inc ip l e ,  an  inc rease

in  the  r a t e  o f  VAT migh t  l ead  to  a  cu r ren t  accoun t  su rp lus  s ince  lower

pub l i c  de f i c i t s ,  c e t e r i s  p a r i b u s ,  i nc rease  ne t  cap i t a l  expor t .  To  a  ce r t a in

degree ,  d i f f e rences  among  coun t r i e s  w i th  r e spec t  t o  t he  t ax  s t ruc tu re  a s

we l l  a s  t he  l eve l  o f  t ax  r a t e s  a r e  no t  compa t ib l e  w i th  t he  p r inc ip l e s  o f

the  in te rna l  marke t .
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Trad i t i ona l  l i t e r a tu re  d i scus s ing  op t ima l  cu r r ency  a reas  s t r e s se s  t he  ro l e

o f  f i s ca l  po l i cy  a s  a  shock  abso rbe r .  In  a  mone ta ry  un ion  nomina l

exchange  r a t e s  a r e  f ixed  and  mone ta ry  po l i cy  i s  de t e rmined  a t  a  cen t r a l

l eve l ;  t hus  in  the  absence  o f  su f f i c i en t  l abour  mob i l i t y  o r  su f f i c i en t

p r i ce  and  wage  f l ex ib i l i t y ,  budge ta ry  t r ans fe r s  may  be  necessa ry  to

equ i l i b ra t e  f l uc tua t ions  i n  r eg iona l  i ncome  and  employmen t .  O the rwi se

severe  shocks  would  l ead  to  de fec t ions  (Sachs  and  S a l a - i - M a r t i n ,  1 9 8 9 ) .

In  gene ra l ,  a  cush ion ing  o f  shocks  by  an  inc rease  in  t r ans fe r  paymen t s

o f t en  unneces sa r i l y  de l ays  t he  ad jus tmen t  o f  househo lds  and  en t e rp r i s e s .

Moreover ,  s h o c k s  w h i c h  a r e  c o n s i d e r e d  t o  b e  o n l y  t e m p o r a r y  m a y  t u r n

ou t  t o  be  pe rmanen t .  T rans fe r  paymen t s  a lways  inc lude  a  mora l  haza rd

prob lem,  which  i s  d i f f i cu l t  t o  con t ro l  (Bar re l ,  1992) .  The  ma in  impe tus

fo r  t r ans fe r s  i s  so l ida r i ty  and  no t  the  c rea t ion  o f  a  mone ta ry  un ion .

Thus ,  t r ans fe r  paymen t s  among  coun t r i e s  i n  a  mone ta ry  un ion  shou ld  be

l imi t ed  ins t ead  o f  be ing  inc reased .

6 . 5 .  C o n c l u s i o n

In  gene ra l ,  t he re  a re  good  a rgumen t s  t ha t  t he  t r ans i t i on  to  mone ta ry

un ion  shou ld  be  v i ewed  a s  a  p rocess  wh ich  i s  d iv ided  in to  s t ages .  A t

each  s t age  the  deg ree  o f  conve rgence  and  coope ra t ion  i s  i nc reased ,  so

tha t  in  the  f ina l  s t age  a  fu l l  mone ta ry  un ion  can  be  in t roduced .  I t  was

demons t r a t ed  tha t  a t  t he  f i na l  s t age  the  on ly  v i ab l e  fo rm o f  mone ta ry

un ion  i s  one  where  a  common cur rency  has  d i sp laced  the  na t iona l

cu r renc ie s ,  and  where  one  cen t r a l  bank  conduc t s  mone ta ry  po l i cy  in  t he

un ion .  However ,  t he  c red ib i l i t y  o f  t he  sys t em wi l l  depend  on  the  degree

o f  i ndependence  o f  t he  common  cen t r a l  bank  and /o r  t he  i n f l a t i ona ry

d i sc ip l ine  tha t  the  l a t t e r  ins t i tu t ion  can  impose  in  the  un ion .

The  impor tance  o f  f i sca l  po l i cy  in  a  mone ta ry  un ion  was  d i scussed .  I t

was  a rgued  tha t  the  main  reason  fo r  f i sca l  res t ra in t  l ay  mos t ly  wi th  the

r i sk  o f  cu r r ency  deva lua t ion  and  wi th  t he  f i nanc ia l  marke t  demand ing

h ighe r  i n t e r e s t  r a t e s .  By  ach i ev ing  t he  ob j ec t i ve  o f  p r i ce  s t ab i l i t y  i n  a
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mone ta ry  un ion ,  f i s ca l  po l i cy  i s  u sed  in  the  abso rp t ion  o f  r eg iona l

economic  shocks .
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CHAPTER VII.  CONCLUDING REMARKS

In  economic  and  mone ta ry  i n t eg ra t ion ,  t he re  wou ld  be  no  na t iona l  po l i cy

ins t rumen t s  ava i l ab l e  t o  o f f se t  t he  t endency  fo r  a  poo r  r eg ion  to  su f f e r

f rom the  e f fec t s  o f  marke t  in t eg ra t ion .  I t  i s  e s sen t i a l ,  t he re fo re ,  t o  be

c l ea r  on  the  bas i c  p r inc ip l e s  t ha t  shou ld  in fo rm a  r eg iona l  po l i cy .  The

theo ry  o f  mone ta ry  in t eg ra t ion  i s  conce rned  wi th  gene ra t ing  a  s e t  o f

p r inc ip l e s  aga ins t  wh ich  a  mone ta ry  a r r angemen t  can  be  j udged .

The  des i r ab i l i t y  o f  mone ta ry  i n t eg ra t i on  depends  mos t  on  t he  deg ree  o f

economic  c lo senes s  t ha t  ex i s t s  be tween  coun t r i e s ,  and  the  cos t s  and

bene f i t s  t ha t  can  be  expec t ed  f rom the  a r r angemen t  and  the i r  r e l a t i ve

weight ing .

Many  au thors  a rgue ,  fo r  a  va r i e ty  o f  r easons  iden t i f i ed  in  chap te r s  two

and  th ree ,  tha t  fu l l  mone ta ry  un ion  wi th  a  common cur rency  wi l l  a lways

be  p re fe rab le  to  a  l e s s  in t ense  fo rm o f  mone ta ry  in t eg ra t ion .  A  sys tem

where  na t iona l  cu r renc ie s  ma in ta in  the i r  domes t i c  l ega l  t ende r  and

whose  exchange  r a t e s  a re  f ixed  wi l l  su f fe r  f rom a  c red ib i l i t y  p rob lem,

and  there fore  wi l l  no t  be  robus t  in  the  long  run .

Deve lop ing  coun t r i e s  t end  to  cons ide r  on ly  the  sho r t - t e rm bene f i t s  and

prob lems  o f  i n t eg ra t ion  and  ignore  the  l a rge r  p i c tu re  o f  r eg iona l i sm.

Po l i t i ca l  power  and  pe r sona l i t y  c l a shes  p l ay  a  s ign i f i can t  ro l e  i n  t h i s

shor t - t e rm v iew o f  in t eg ra t ion .  Af r i can  r eg iona l  i n t eg ra t ion  schemes

have  o f t en  su f f e r ed  f rom a  t endency  to  be  ove r  ambi t i ous  and  to

recommend  in t eg ra t ion  in  a  p l e tho ra  o f  d i f f e ren t  a r eas .  The re  does  seem

to  be  s t rong  log ic  in  accompany ing  mone ta ry  in t eg ra t ion  wi th  f inanc ia l

and  t r ade  in tegra t ion  as  we l l  a s  s ec to ra l  ag reemen t s .  K i m u y u  ( 1 9 9 9 )

s t a t e s  tha t  r eg iona l  g roup ings  were  c rea ted  in  the  f i r s t  i n s t ance  more  a s

an  expres s ion  o f  Af r i can  so l ida r i t y  t han  o f  economic  in t eg ra t ion  and

marke t  deve lopment ,  so  tha t  some  g roups  became  too  b ig  and  unwie ldy .

Fa i lu re  to  bu i ld  economic  b locs  can  a l so  be  a t t r ibu ted  to  the  f ac t  t ha t ,

a f t e r  co lon ia l  ru l e ,  coun t r i e s  were  engu l f ed  in  na t iona l  economic
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re fo rms ,  and  the i r  “ sense  o f  s i ege ’  p reven ted  them f rom look ing  a t

economic  r e fo rm f rom a  r eg iona l  pe r spec t ive .

Thus ,  t he  p r imary  ob jec t ive  o f  t h i s  d i s se r t a t ion  was  to  de f ine  and

d i scuss  mone ta ry  in t eg ra t ion .  Ar i s ing  f rom the  d i scuss ion ,  t he  ev idence

shows  tha t  s ince  the  f ive  coun t r i e s  in  Eas t  Af r i ca  (Kenya ,  Tanzan ia ,

Uganda ,  Rwanda ,  and  Burund i )  a r e  sma l l  bo th  in  t e rms  o f  the i r

ind iv idua l  popu la t ions  and  the  r e spec t ive  s i ze s  o f  t he i r  economies ,  t he

s tudy  conc ludes  tha t  r eg iona l  i n t eg ra t ion  i s  a  u se fu l  way  o f  i nc reas ing

the i r  economic  c lou t  and  ba rga in ing  power  on  the  g loba l  s cene .  T h u s ,  a

mone ta ry  un ion  may  p rov ide  a  v i s ib le  symbol  o f  the  commi tment  to

reg iona l  i n t eg ra t ion ,  ove r  and  above  i t s  bene f i t s  t ha t  de r ive  l a rge ly  f rom

grea te r  economic  e f f i c i ency  and  lower  t r ansac t ion  cos t s .

The  second  ob jec t ive  o f  th i s  s tudy  was  to  ana lyse  the  success  o r  the

fa i lu re  o f  ex i s t ing  mone ta ry  in t eg ra t ion  in  Af r i ca .  T h e  r e s u r g e n c e  o f

in t e re s t  i n  r eg iona l  coopera t ion  in  Af r i ca ,  w i th  the  emphas i s  on  t r ade ,

seems  to  he lp  coun t r i e s  t o  r emove  ea r ly  ba r r i e r s ,  mos t ly  o f  a  po l i t i ca l

na tu re ,  t ha t  had  sp l i t  coope ra t ion  a long  r ece ived  geograph ica l  and

l ingu i s t i c  l i nes  ( fo r  example  F rancophone  o r  Ang lophone  Af r i ca ) .

However ,  a s  Khamfu l a  and  Huiz inga  (2004)  sugges ted  in  the  case  o f  the

SADC reg ion ,  t he  po ten t i a l  bene f i t s  o f  any  mone ta ry  un ion  may  no t  be

gua ran teed  in  t he  f ace  o f  po l i cy  co l l i s ion  o r  con f l i c t  w i th in  t he  r eg ion .

Al l  members  o f  the  p roposed  Eas t  Af r i ca  Mone ta ry  Union  a re  a l so

members  o f  COMESA,  th ree  o f  t hem be long  to  EAC,  and  Tanzan ia  i s

pa r t  o f  SADC.  There fo re ,  any  dec i s ion  made  by  the  p roposed  un ion  wi l l

in  mos t  cases  be  in  conf l i c t  o r  co l l i s ion  wi th  those  made  by  COMESA,

SADC,  o r  EAC.  The  la t t e r  p rob lem seems  to  have  found  a  so lu t ion  in  the

b i r th  o f  NEPAD,  which  in t ends  bo th  to  r e spond  to  g loba l  sys t emic  r i sks

o r ig ina t ing  f rom Af r i ca ,  and  to  e s t ab l i sh  cond i t ions  fo r  t he  con t inen t ’ s

inc reased  in t eg ra t ion  wi th  g loba l  marke t s .

F ina l l y ,  t he  a im  o f  t he  d i s se r t a t i on  was  t o  e s t ab l i sh  t he  f ea s ib i l i t y  o f

mone ta ry  in t eg ra t ion  among  f ive  coun t r i e s  in  Eas t  Af r i ca -Burund i ,
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Kenya ,  Rwanda ,  Tanzan ia ,  and  Uganda .  The  ev idence  p re sen ted  i s  t ha t  a

common  cu r r ency  shou ld  no t  be  e s t ab l i shed  now,  s i nce  t he se  coun t r i e s

a re  in  some  ex ten t  t oo  d i f f e ren t  t o  fo rm an  op t ima l  cu r rency  a rea .  A t  the

cu r r en t  economic  s i t ua t i on ,  t he  cos t s  o f  fo rming  a  mone ta ry  un ion

appea r  t o  be  much  h ighe r  t han  the  bene f i t s .  Accord ing ly ,  t he  u se fu l  way

would  be  to  de t e rmine  conve rgence  c r i t e r i a  t ha t  wou ld  gu ide  coun t r i e s

towards  economic  i n t eg ra t i on  and  to  de f ine  a  s t r a t eg i c  and  mode rn

paymen t  sys t em tha t  wou ld  lub r i ca t e  l oca l  and  in t e rna t iona l  bus ines s

t r ansac t ions  by  p rov id ing  l i qu id i ty  in  the  sys t em.

The  s tudy  has  looked  a t  t he  convergence  c r i t e r i a  o f  the  EU and  app l i ed

some  o f  t hese  p r inc ip l e s  t o  t he  f ive  Eas t  Af r i can  coun t r i e s .  A l l  t hese

coun t r i e s  mus t  improve  the i r  economic  ind ica to r s  such  as  GDP growth ,

in f l a t i on ,  ex t e rna l  deb t  s i t ua t ion ,  and  budge t  de f i c i t ,  i f  t hey  wan t  a

succes s fu l  i n t eg ra t i on  p roces s .  The  conve rgence  o f  economic  s t ruc tu re s

i s  an  impor t an t  f ac to r  i n f luenc ing  the  sus t a inab i l i t y  o f  a  mone ta ry  un ion

once  i t  has  been  formed.  Bar re l l  (1992)  s t a t e s  t ha t  d ive r s i t i e s  i n

economic  s t ruc tu re s  may  we l l  engende r  d i f f e r ing  r e sponses  t o  ex t e rna l

shocks ,  and  d i f f e r en t i a l  expe r i ences  o f  common  even t s  may  make  i t

po l i t i ca l ly  imposs ib le  to  ho ld  a  un ion  toge the r .  Bes ides ,  a  s t rong  and

modern  f i nanc i a l  s ec to r  r equ i r e s  a  we l l - func t ion ing ,  e f f i c i en t  and

r e l i a b l e  c l e a r i n g  a n d  p a y m e n t s  s y s t e m .  T h u s ,  t h e  m o d e r n i s a t i o n  o f

domes t i c  paymen t  sy s t em mus t  t ake  cogn i sance  o f  t he  deve lopmen t

needs  o f  t he  who le  r eg ion ,  and  o f  t he  longe r - t e rm ob jec t ive  o f  a  more

coord ina ted  and  in t eg ra t ed  r eg iona l  f i nanc ia l  s ec to r .  In  th i s  ma t t e r ,

coun t r i e s  in  Eas t  Af r i ca  can  l ea rn  much  f rom each  o the r ,  bu t  i t  r emains

the  r e spons ib i l i t y  o f  each  ind iv idua l  coun t ry  t o  de f ine  a  s t r a t eg i c

f r amework  to  su i t  i t s  pa r t i cu la r  domes t i c  needs .  Fo r  th i s  r eason ,  a  sound

and  robus t  na t iona l  paymen t  sys t em i s  cons ide red  to  be  a  p re requ i s i t e

fo r  t he  de f in i t i on  o f  a  c ro s s -bo rde r  paymen t  s t r a t egy  and  t o  be  a

s t epp ing  s tone  t owards  r eg iona l  paymen t  sys t ems .  Indeed ,  t he  p roposed

mone ta ry  un ion  i s  expec ted  to  f ac i l i t a t e  the  f r ee  movement  o f  goods  and

inc rease  c ross -borde r  t r ade ,  e spec ia l ly  fo r  p roduce r  in  the  in fo rma l

c ros s -bo rde r  t r ade  s ec to r .
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The  des ign  o f  a  mone ta ry  un ion  shou ld  in f luence  the  t r ans i t i on  p rocess .

Coun t r i e s  t ha t  des i r e  t o  c r ea t e  a  mone ta ry  un ion  shou ld  dec ide  whe the r

the  t r ans i t i on  p roces s  shou ld  be  r ap id  o r  s l ow .  H i s to r i ca l  ev idence  f rom

the  European  Un ion  sugges t s  t ha t  a  common  cu r rency ,  wh ich  i s

sa fegua rded  wi th  r e spec t  t o  p r i ce  s t ab i l i t y ,  shou ld  be  in t roduced  s lowly .

The  des ign  o f  a  new cen t ra l  bank  wi l l  r equ i re  the  so lv ing  o f  numerous

t echn ica l  and  po l i t i c a l  p rob lems .  I t  i s  impor t an t  t o  p rove  tha t  coun t r i e s

a re  r eady  and  fu l ly  commi t t ed  to  p roceed  to  mone ta ry  un ion ,  be fo re  the

common  cen t r a l  bank  i s  e s t ab l i shed .  Indeed ,  f i s ca l  d i sc ip l ine  and

coord ina t ion  i s  neces sa ry ,  once  mone ta ry  po l i cy  and  exchange  r a t e

po l i cy  can  no  longe r  be  used  an  ac t ive  po l i cy  in s t rumen t s .

Fu l l  mone ta ry  un ion  impl i e s  a  common cur rency ;  thus  incompa t ib l e

na t iona l  po l i c i e s  wou ld  qu ick ly  t r ans l a t e  in to  exchange  r a t e  t ens ions  and

pu t  an  inc reas ing  and  undue  bu rden  on  mone ta ry  po l i cy .  The  in t eg ra t ion

proces s  t hus  r equ i r e s  more  in t ens ive  and  e f f ec t ive  po l i cy  coo rd ina t ion ,

wi th in  a  f r amework  o f  exchange  r a t e  a r r angemen t s ,  no t  on ly  in  the

mone ta ry  f i e ld ,  bu t  a l so  in  a reas  o f  na t iona l  economic  management

a f f ec t i ng  agg rega t e  demand ,  p r i ce s  and  cos t s  o f  p roduc t ion .

The  succes s  o f  a  common  cu r r ency  h inges  t o  a  dec i s ive  ex t en t  on  a  much

c lose r  coo rd ina t ion  o f  na t iona l  economic  po l i c i e s ,  a s  we l l  a s  on  more

e f f ec t ive  r eg iona l  po l i c i e s .  Th i s  imp l i e s  t ha t  i n  e s sence  a  number  o f

s t eps  towards  mone ta ry  un ion  wi l l  a l r eady  have  to  be  t aken  in  the  cour se

o f  e s t ab l i sh ing  a  s ing le  cu r rency  in  the  r eg ion .  Th i s  shou ld  he lp  to

p reven t  t he  emergence  o r  agg rava t i on  o f  r eg iona l  and  s e c t o r a l

imba lances ,  wh ich  cou ld  th rea ten  the  v iab i l i ty  o f  a  mone ta ry  un ion .

Economic  imba lances  among  member  coun t r i e s  w i l l  have  to  be  co r r ec t ed

by  po l i c i e s  a f f ec t i ng  t he  s t r uc tu r e  o f  t he i r  e conomies  i f  ma jo r  r eg iona l

d i spa r i t i e s  i n  employmen t  a re  to  be  avo ided .
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