ZAMBIA TRADE & INVESTMENT ENHANCEMENT
PROJECT (ZAMTIE)

Contract Number 690-C-00-00-00283-00

Supported By: United States Agency for International
Development (USAID)

Implementing Contractor: Nathan Associates Inc
2101 Wilson Boulevard, Suite 1200
Arlington VA 22201

I Sub-contractors: Independent Management
Consulting Services Ltd
Aurora Associates International, Inc
Cargill Technical Services
JE Austin Associates, Inc

ZAMBIA IN REGIONAL AND EXTRA-REGIONAL
FREE TRADE AGREEMENTS: ESTIMATES OF THE
TRADE AND WELFARE IMPACTS

Draft Report

by

VERNON O. RONINGEN
DEAN A. DeROSA

OCTOBER 31, 2003

55 Independence Avenue,
PO Box 39398, Lusaka, Zambia
Tel: (260-1) 251-177/127 Fax: (260-1) 251-141
E-mail: ronblack@zamtie.org; Website: www.zamtie.org




Abstract

Using a simple model of world trade, this paper investigates the economic impacts of
various group membership options (COMESA, SADC) for Zambia for the negotiation
of an Economic Partnership Agreement with the European Union. As expected, the
model shows that Zambia benefits the most from world trade liberalization. The
maximum possible gains from free trade for Zambia are 2.8% of gross domestic
product annually while the completion of COMESA and SADC free trade areas
provides economy-wide benefits of 1.2% and 1.0% of GDP respectively. However,
if the EU negotiates a free trade area with Zambia independently or as a member of
SADC or COMESA, Zambia gains about 2.7% of GDP annually. A major conclusion
is that for the purpose of free trade area negotiations with the EU, the economic gains
for Zambia are about the same for all types of negotiating arrangements. Furthermore,
the gains from an EPA with the EU are substantial, approaching that of world free
trade. This is because the size of the EU economy dominates the free trade area,
forcing protection levels down to relatively low EU levels or to world price level.
Free trade scenarios as well as free trade area scenarios with the EU result in
significant losses in tariff revenue for Zambia.

Vernon Roningen is an economic consultant and the developer of VORSIM, software for
economic modeling in Microsoft Excel, headquartered in Arlington, Virginia USA
(www.vorsim.com). Dean DeRosa is principal economist of ADR International Ltd., an
economic research and policy-consulting firm located in Falls Church, Virginia USA
(www.adr-intl.com). Both Roningen and DeRosa are members of Potomac Associates, a
consortium of consulting firms that carry out trade policy analysis and capacity building
projects in developing countries (www.PotomacAssocs.com).




Executive Summary

Zambia is a member of two African regional trade agreements, the Common Market for
Eastern and Southern Africa (COMESA) and the Southern African Development
Community (SADC). Both of these trade arrangements have the ultimate objective of
free trade among their members. The European Union (EU) wants to negotiate an
Economic Partnership Agreement (EPA) with Zambia and other African countries as
members of a group such as COMESA or SADC. This would expand the free trade area
of the African negotiating group to include the EU. Since Zambia may have to choose a
group membership for negotiations with the EU, it is important for policy-makers to
know the trade and welfare impacts of alternative regional trade arrangements on
Zambia. This report presents estimates of the impact of an EU EPA on Zambia from the
perspective of membership in alternative negotiating groups.

Estimates of the trade and welfare impacts are made with a world trade model — the
ZAMB model - which includes information on major COMESA and SADC members
including Zambia. The model calculates the long term annual change in several
economic measures that result from major trade policy changes such as the complete
removal of tariffs or the full implementation of alternative free trade areas such as
COMESA, SADC, EU + Zambia, EU + COMESA, and EU + SADC. Estimates are
summarized in the table at the end of this summary and are highlighted below.

World trade liberalization and Zambia unilateral trade liberalization: As with most
world trade models, complete trade liberalization provides the maximum benefits for
producers and consumers. ZAMB model scenarios show that Zambia benefits the most
from world trade liberalization or, alternatively, unilateral free trade — Zambia as a free
trade zone. The maximum possible economy-wide gains from free trade are 84 million
U.S. $ or about 3% of gross domestic product (GDP) annually. World trade liberalization
in the ZAMB model raises many world prices. Countries re-balance their trade through
adjustment of their exchange rates, in order to maintain balance of payments equilibrium.
For Zambia, payments are re-balanced with 5.5% devaluation. Unilateral trade
liberalization by Zambia brings no change in world prices but the removal of tariffs
combined with 7.4% devaluation provides an economic benefit to Zambia almost
equivalent to world trade liberalization.

Full implementation of COMESA and SADC: Calculations with the ZAMB model
suggests that Zambia benefits a little more from COMESA than SADC, 1.2% versus
1.0% of GDP. At best this amounts to less than half the benefit of world trade
liberalization. While Zambia export producers benefit more from SADC than COMESA,
relatively more imports from SADC are diverted to Zambia than from COMESA. This
leaves the Zambia economy with greater forgone tariff revenue from SADC and adds up
to an economy-wide gain for COMESA membership that is slightly larger than for SADC
membership. There also are differences between the SADC and COMESA in the sector
distribution of producer benefits; the mining sector benefits more in the SADC scenario
while the manufacturing sector benefits more from COMESA. These results for
COMESA and SADC should be viewed with great caution since they assume equally



efficient economies and transport systems in both markets and does not account for other
advantages that might come with each of these agreements.

Full implementation of an EPA with the European Union: A full Economic
Partnership Agreement with the European Union provides overall benefits to Zambia
only a little less than those from full world trade liberalization. This is true whether the
EPA is negotiated as a bilateral free trade agreement between Zambia and the EU or as a
multilateral agreement between the EU and either COMESA or SADC. This is because
the inclusion of the large EU market in a free trade arrangement overwhelms the Zambia,
COMESA, or SADC markets, reducing their protection effects to lower EU levels. A
major conclusion of the study is that for the purpose of EPA negotiations with the
EU, the economic gains from an EPA are roughly the same for all types of
negotiating arrangements. This means that a choice of a regional arrangement for the
negotiation of an EPA with the European Union can be made for considerations other
than the simple calculated economic benefits for Zambia from the EPA. The impact of
an EPA with the EU is especially important for large sectors such as copper in the
Zambia economy. Therefore detailed attention must be paid to possible FTA benefits for
large sectors in the negotiating process. The benefits for Zambia depend more on the
details of the negotiations with the EU than the membership of the negotiating group.

The results presented in this report do not consider a number of real world considerations
such as highly restrictive rules of origin for a free trade area that might give smaller
benefits to Zambia. On the other hand, the dynamics associated with open markets and
business opportunities might equally lead to greater benefits. The results cited in the
paper should be considered a general tendency of direction rather than an exact forecast
of the impact of various trade arrangements.

Summary of Scenario Impacts for Zambia (Millions of U.S. Dollars Annually - 2000 Prices)

Zambia EU-Zambia SADC EU-SADC COMESA EU-COMESA

World Trade Unilateral Free Trade Free Trade Free Trade Free Trade Free Trade

Changes in: Liberalization Liberalization Agreement Agreement Agreement Agreement Agreement
Exchange Rate -5.5% -7.4% -8.5% -3.5% -6.5% 0.0% -6.5%
Exports 71 71 74 43 74 30 74
Imports 70 71 81 33 80 63 81
Trade Diversion 0 0 179 28 24 5 19
Net Trade Creation 70 71 -98 5 56 58 61
Producer Benefits 80 79 82 47 82 35 82
Consumer Benefits 4 4 4 4 4 6 4
Forgone Tariff Revenue 0 0 -5 -22 -5 -4 -5
Economy-wide Benefits 84 84 82 30 81 36 81
(as % of GDP) 2.8% 2.8% 2.7% 1.0% 2.7% 1.2% 2.7%
Tariff Revenue -129 -129 -129 -90 -129 -40 -129
VAT Revenue 5 6 7 1 7 5 7
Excise Tax Revenue [ 4 5 6 5 6 5
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Background: Zambia is a founding member of both the Common Market for Eastern
and Southern Africa (COMESA) and the Southern African Development Community
(SADC) (Figure 1) with Zambia currently hosting the COMESA Secretariat. These two
regional groupings have been pursuing economic cooperation and integration programs in
many areas including trade, investment, transportation, employment, standards, etc.
COMESA members are Angola, Burundi, Djibouti, Egypt, Eritrea, Ethiopia, Kenya,
Comoros, Madagascar, Mauritius, Malawi, Rwanda, Seychelles, Sudan, Swaziland,
Uganda, Zambia, Congo DR, and Zimbabwe (Namibia and Tanzania did belong, but have
withdrawn from COMESA). SADC members are Angola, Botswana, Lesotho,

Mauritius, Malawi, Mozambique, Namibia, Seychelles, South Africa, Swaziland,
Tanzania, Zambia, Congo DR, and Zimbabwe. The two memberships are not mutually
exclusive as seven countries, including Zambia, are members of both COMESA and
SADC. COMESA is currently moving from a partial to a full free trade agreement (FTA)
with plans to become a customs union (CU) with a common external tariff. SADC is
moving from a partial towards a full free trade area.

In a customs union (CU), a common external tariff is applied in all members to imports
from non-members. A free trade area (FTA), on the other hand, allows each member to
apply its own tariff on imports from non-members while allowing member imports into
its market duty free. For both the CU and FTA, rules are negotiated which govern the
definition of the origin of a product for duty or duty-free purposes.

Figure 1 — Regional trade arrangements in Africa
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A critical upcoming trade negotiating issue: Currently there are negotiations between
the European Union (EU) and the African Caribbean Pacific (ACP) countries, a group of
low-income countries given special recognition by the EU, to which Zambia belongs.
EU/ACEP trade relations have been governed by a non-reciprocal trading arrangement that
provided market access for ACP products at preferential tariffs with quota restrictions in
some cases, e.g. sugar. However, with the signing of the Cotonou Agreement, a new
FTA-like dimension has been included that demands reciprocal market access for the EU
in ACP countries. The EU is looking to negotiate Economic Partnership Agreements
(EPA) with those countries that are in a position to do so. For Zambia, there are several
options for negotiating this EPA with the EU in relation to Zambia’s COMESA and
SADC membership:

1) Direct negotiations between Zambia and the EU. Essentially this would imply
Zambia negotiating as an LDC and the benefits accorded by the EU would be
those under the “Everything But Arms Initiative”.

i) EPA negotiations as a selected group of two or more countries with common
interests. This need not be premised on any regional grouping such as
COMESA or SADC.

1i1) Negotiating an EU EPA as part of a regional grouping. SADC or COMESA
or a joint approach of SADC/COMESA would mostly likely be the choices
for Zambia.

One of the major problems in relation to these negotiations is Zambia’s dual membership
in COMESA and SADC and the difference in the proposed approaches to the EU/EPA
negotiations by the two regional organizations. COMESA Heads of State have on the one
hand, agreed to an Eastern and Southern African EPA configuration not premised on any
regional grouping while SADC Members have not decided which option is more
appropriate. Angola, Botswana, Lesotho, Mozambique, Namibia, South Africa,
Swaziland and Tanzania are strongly advocating a SADC EPA, while Malawi, Mauritius,
Zambia and Zimbabwe (all of whom are also COMESA members) believe that a wider
configuration of Eastern and Southern African countries as proposed by COMESA is
more appropriate for the region. According to them this option provides a wider voice
and more negotiating leverage on common issues. However, those in support of SADC
think that considerable progress has already been made by SADC countries towards
integration and this should not be derailed through the inclusion of other countries
belonging to other regional groupings.

The SADC situation is further complicated by the dual membership of South Africa,
Botswana, Lesotho, and Swaziland in the Southern African Customs Union (SACU).
This is in addition to South Africa having a Trade and Development Cooperation
Agreement (TDCA) with the EU, which makes the other members of SACU de facto
members of the TDCA. Complicating the issue even further are the on going
negotiations leading to the establishment of a free trade area between SACU and the
United States of America.



Regional economic arrangement issues: COMESA is currently a partial free trade area
(FTA) with a plan to move to a full FTA and to adopt a common external tariff,
becoming a customs union (CU), in the future. It would be useful for Zambia to evaluate
the impact of the COMESA full FTA before they are set and implemented. SADC is
now also a partial FTA with a full FTA implementation scheduled for the future. Again,
an evaluation of the full SADC FTA would be useful for Zambia. The basic need is to
understand the economic implications of full completion of existing arrangements and at
the same time to examine the implications of a negotiated EU/EPA under the complex
alternatives described above.

Zambia especially wants to look at the implications of these various arrangements for
negotiation of an EPA with the EU since it may have to choose one arrangement or
another for the negotiations. In addition a free trade agreement with the US is
contemplated and needs to be examined in the future.

Study goals: Complex policy decisions such as the mode and scope of EU/EPA
negotiations are ultimately judgments made on the basis of many kinds of information
including economic and political factors. Regional economic arrangements have many
important aspects such as integration of labor and goods markets, transport
improvements, migration policies, financial cooperation, and coordinated economic
policies that enhance economic prospects in a region. This study concentrates on the
trade related economic impacts of alternative arrangements for the EU/ACP negotiations.
It also attempts to evaluate the current regional arrangements as they reach their final
status. This study adds to the economic information available for ultimate policy
decisions regarding the negotiation of future regional trade arrangements. It does so by
evaluating negotiation scenarios for a full EU EPA (i.e. a full unrestricted free trade
area).

The economics of regional agreements — the free trade area (FTA) and customs
union (CU): An FTA exists where a group of countries admit each other’s products
tariff free but maintain their own tariffs on products imported from non-members. A CU
differs in that instead of each country applying its own tariffs, a common external tariff
(CET) is applied along with a tariff revenue sharing arrangement. Other taxes that also
apply to trade such as value added and excise taxes, remain in place as usual in both the
FTA and CU although the basis of their valuation for imports from member countries
now may differ. Negotiations of these types of agreements involve the timing of tariff
reductions between members, rules of origin, the product coverage (including exceptions)
and in the case of a customs union, the common external tariff. Several economic
impacts are expected from these types of agreements as outlined in the following list:

1. A change in real exchange rates — Significant changes in trade prices because of
an FTA or CU can change import quantities, leading to an imbalance in
international payments. A change in the real exchange rate is required to restore
the balance of payments by further changing export and import prices.





