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“This year’s edition of the UNCTAD Economic
Development in Africa Report is an important
contribution to the understanding of rules of origin in
the African Continental Free Trade Area. It is a valuable
policy tool that will be complementary to the online
Rules of Origin Facilitator of the International Trade
Centre. The work of our two institutions on this critical
issue can help set the basis for simpler and more
transparent rules of origin and, in turn, make it easier
for microenterprises and small and medium-sized
enterprises to expand their intra-Africa trade.”

Arancha Gonzalez
Executive Director, International Trade Centre

“A major milestone towards achieving economic
sustainability of the African continent is the entry

into force of the Agreement Establishing the African
Continental Free Trade Area, which will further enhance
regional integration and trade facilitation. The World
Customs Organization believes that this offers African
leaders an opportunity to agree upon an ambitious
and tailor-made set of rules of origin that will serve to
reinvigorate intracontinental trade and development.
This report makes a significant contribution in support
of this African initiative”

Kunio Mikuriya
Secretary-General, World Customs Organization

“In a world of spreading preferential trade agreements
and of growth of trade in tasks, rules of origin stand in
the middle, which risks making these two incompatible.
Nowhere is this more evident than in Africa. This report
is the first in-depth scrutiny of the challenges ahead on
the road towards the necessary convergence of rules of
origin across the regional economic communities.”

Jaime de Melo
Senior Fellow, Foundation for Studies and Research on
International Development
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Country-level detailed figures are available on request to the UNCTAD secretariat.
In tables, a hyphen (-) indicates that the item is not applicable.

Any references to dollars ($) are to United States dollars.

vii






Made in Africa — Rules of Origin for Enhanced Intra-African Trade

Contents

Foreword Xi
Abbreviations Xiii
Regional classifications and membership of regional economic communities xiv
Glossary xvi
Made in Africa: Rules of origin for enhanced intra-African trade 1

On the road to the African Continental Free Trade Area: Challenges and opportunities13

1.1 Introduction: Challenges, opportunities and the role of rules of origin 13
1.2 The vision of the Abuja treaty, regional value chains and the African

Continental Free Trade Area 15
1.3 The state of trade in Africa: Key impediments and prospects 19
1.4 Potential gains for Africa from the African Continental Free Trade Area 35
1.5 Why do rules of origin matter for the African Continental Free Trade Area? 44
1.6 Conclusion 48
The role of preferential rules of origin in African trade 51
2.1 Introduction 51
2.2 What are preferential rules of origin? 54
2.3 Rules of origin for African trade 63
2.4 Empirical relationship between rules of origin and African trade 74
2.5 Conclusion 94

The African Continental Free Trade Area, regional value chains and rules of origin 97

3.1 Introduction 97
3.2 Tea value chain 100
3.3 Cocoa—-chocolate value chain and scope for commodity-based

industrialization 108
3.4 Cotton—apparel value chain 120

3.5 Beverage value chain, rules of origin and regional integration 134



Economic Development in Africa Report 2019

3.6 Cement value chain, rules of origin and regional integration 144
3.7 Automotive value chain, rules of origin and regional integration 150
3.8 Key insights from the six case studies: Synthesis 159
The rules of the game: Implementation of rules of origin 169
4.1 The African Continental Free Trade Area and the implementation
of its rules of origin 169
4.2 Expanding cumulation to facilitate compliance with origin requirements 174
4.3 Documentary requirements and compliance costs 177
4.4 Institutional set-up, transparency and dispute-settlement mechanisms 183
4.5 Implementation of rules of origin 185
4.6 Using new technology 189
4.7 Monitoring 190
4.8 Shared goals, different capacities and perspectives 190
4.9 Conclusions 192
Main messages and recommendations 195
5.1 Introduction 195
5.2 Main findings 197
5.3 Main messages and policy recommendations 198
1. Trade (exports and imports, all products) to rest of world by region 20
2. Intraregional merchandise trade (all products) by region 21
3. Intra-regional economic community trade in Africa,
2010-2012 and 2014-2016 22
4. Composition of exports from Africa, 2014-2016 average 25
5. Product complexity index, weighted by trade flows,
2010-2012 and 2014-2016 26
6. Cost to import and export: Selected trade facilitation indicators
by region, 2016 33
7. Ad valorem equivalents of non-tariff measures in Africa 34
8. Top 40 intra-African agricultural-exports, 2014-2016 40
9. Rules of origin: Subcriteria for determining substantial transformation 54
10. Bilateral, diagonal and full cumulation 60
11.  Africa: 20 products with highest import values, 2014-2016 average 82
12.  Africa: 20 products with highest export values, 2014-2016 average 83



13.

14.

15.

16.

17.

18.

19.

20.

21.

22.

23.

24.

25.

26.
27.

28.

29.
30.

31.

32.

33.

Made in Africa — Rules of Origin for Enhanced Intra-African Trade

Southern African Development Community: 20 products

with highest import values, 2014-2016 average

Economic Community of West African States: 20 products

with highest import values, 2014-2016 average

Eastern African Development Community: 20 products

with highest import values, 2014-2016 average

Imports to the European Union from Africa, by value and

utilization rate, 2009-2016

Share of imports from Africa by preference eligibility status

and external trading partner, 2016

Types of tariffs applicable to imports from Africa, selected

external partners, by sector, 2016

Top 10 African tea exporters (Harmonized System code 0902), 2015-2017
Top 10 African tea importers (Harmonized System code 0902), 2015-2017
Distribution of average tariffs levied by African countries on tea,

by Harmonized System subheading, 2014-2016

Top 10 African exporters of cocoa and cocoa preparations

(Harmonized System code 18), 2015-2017

Intra-African exports of cocoa and cocoa preparation,

by main exporting country and product, 2015-2017

Top 10 African importers of cocoa and cocoa preparations

(Harmonized System code 18), 2015-2017

Distribution of simple average tariffs levied by African countries on cocoa
and cocoa preparations, by Harmonized System heading, 2014-2016
Cotton—apparel value chain

Cotton exports (Harmonized System code 52) by stage of

processing, 2015-2017

Imports of cotton to Africa (Harmonized System code 52)

by processing stage, 2015-2017

Main apparel exporters (Harmonized System codes 61 and 62), 2015-2017
Regional integration and specialization pattern of African

cotton exporters, 2015-2017

Distribution of simple average tariffs levied by African countries on
cotton and apparel products, 2014-2016

Share of African countries in apparel imports to the United States
(Harmonized System codes 61 and 62), by trading scheme and country
group, 2001-2017

Share of least developed countries in apparel imports in

84

85

86

88

90

92

102

103

105

112

113

114

116
121

124

125
126

127

129

132

Xi



Economic Development in Africa Report 2019

34.
35.
36.

37.
38.
39.
40.

41.
42.

o

Xii

the European Union, 2001-2017

Intra-African exports of beverages by product, 2015-2017
Intra-African imports of beverages by product, 2015-2017
Intra-African exports of selected beverages, by regional

economic community, 2015-2017 average

Distribution of simple average tariffs levied by African countries on beer,
spirits and water products, by Harmonized System heading, 2014-2016
Trade balance in cement products (Harmonized System

code 2523), 2015-2017

Distribution of simple average tariffs levied on cement, 2014-2016
Automotive value chain

Africa’s automotive exports and imports, by product type, 2015-2017
Share of intra-African trade in the automotive industry by product

type, 2015-2017

Main origin subcriteria: Advantages and disadvantages

Main characteristics of rules of origin, selected regional economic
communities in Africa and under the Tripartite Free Trade Agreement
African Growth and Opportunity Act and Everything but Arms initiative:
Main characteristics of rules of origin

Imports of African goods by extracontinental trading partners:Harmonized
System sections with three highest values of unused preferences, 2016

Comparison of rules of origin provisions regarding tea (Harmonized System

code 0902) in selected regional economic communities in Africa
Progress towards economic integration in Africa

What are rules of origin?

Calculation methodologies for the ad valorem percentage criterion,
selected regional economic communities in Africa and under the
Tripartite Free Trade Agreement

Restrictiveness indices

Rules of origin and special economic zones

Value chain integration and the low-cost beer market segment in Africa

133
137
138
140
141
146
148
152
154

155

59

64

73

93

107
173

18

56
75
134
136



Made in Africa — Rules of Origin for Enhanced Intra-African Trade

Foreword

The African Continental Free Trade Area is a landmark achievement, in the context of the
continent’s long and rich history, in fostering regional integration to unify the continent.
The African Continental Free Trade Area will lead to the creation of a single continental
market of more than 1.3 billion people, with a combined annual output of $2.2 trillion.
The transition phase to the Continental Free Trade Area alone could generate welfare
gains of $16.1 billion and boost intra-African trade by 33 per cent.

Realizing the full potential gains from the African Continental Free Trade Area will require
a broad range of complementary policies, to address multiple challenges, designed
to enhance an emerging trade—industrialization nexus on the continent: from business
and trade facilitation to infrastructure, from productive capacities to entrepreneurship
policies. But, under the African Continental Free Trade Area, it is the rules of origin —
establishing the nationality of products produced in Africa — that will determine whether
preferential trade liberalization can be a game changer for Africa’s industrialization.

How these rules are designed, enforced and verified will critically determine the size and
distribution of the economic gains from the African Continental Free Trade Area, and will
shape the future regional value chains on the continent. How lenient, flexible, easy to
use and understand and accessible rules of origin are will shape the net benefits to the
African private sector under the African Continental Free Trade Area. African countries
should also consider the differing levels of productive capacities and competitiveness of
African countries when enforcing rules of origin. Policies are needed to build institutional
capacities of customs authorities to ensure impartial, transparent and predictable
implementation of agreed rules of origin. New and emerging technologies must also be
leveraged to lower compliance costs for the private sector.

The African Continental Free Trade Area is Africa’s renewed opportunity to steer its
economic relations away from a reliance on external donors, foreign creditors and
excessive commodity dependence, ushering in instead a new economic and political
era focused on self-reliant cooperation, deeper integration and higher levels of intra-
African trade. The African Continental Free Trade Area could boost African economies by
harmonizing trade liberalization at the continental level, promote economic diversification
and intra-African trade, and foster a more competitive manufacturing sector.

Xiii



The United Nations Conference on Trade and Development (UNCTAD), as the leading
United Nations body on trade and development, has embarked on this historic initiative
with African member states to support them in exploiting the potential gains of the African
Continental Free Trade Area. | am certain that this report will prove to be a valuable guide
to policymakers as we journey along the road towards the African Continental Free
Trade Area and beyond.

e iy

Mukhisa Kituyi
Secretary-General of UNCTAD
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Economic Community of West African States; IGAD, Intergovernmental Authority on
Development; SADC, Southern African Development Community.
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Glossary

Regardless of a change in the classification of a good, the good is considered substantially
transformed when the value added of that good increases up to a specified level, expressed in
terms of an ad valorem percentage. This value added criterion can be expressed in two ways,
namely, as a maximum allowance for non-originating materials or as a minimum requirement of
domestic content.

Under cumulation rules, contracting parties to a preferential trade agreement or beneficiary countries
under the Generalized System of Preferences schemes may source non-originating raw materials
or components from specified countries and count them as originating. There are three types of
cumulation: (a) bilateral cumulation allows two partner countries to treat materials originating in one
of the partner countries as materials of the other partner country; (b) diagonal cumulation permits
countries within a regional grouping to treat materials originating in a specific third country as their
own materials; and (c) full cumulation, which concerns processing operations carried out by any
of the participating preferential trade agreement countries that may be considered for cumulation
purposes.

Origin can be conferred after a change in tariff heading. This implies that the final good should fall
under a different tariff heading than the imported goods used in the production of the product,
according to the Harmonized System of nomenclature for goods.

See tolerance rule.

In rules of origin, the extent to which non-originating inputs can be used for the production of
preference-eligible apparel products is typically referred to as double transformation or single
transformation requirements. For origin determination, double transformation requires that two
stages of production take place in a free trade area region (yarn — fabric — apparel). Under single
transformation requirements, only one production step needs to take place within a region for the
apparel product to acquire originating status (i.e. fabric — apparel). A triple transformation requires
that three stages of production take place in a free trade area region (fiore — yarn — fabric —
apparel).

Xviii
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A free trade area is a grouping of countries within which tariffs and non-tariff trade barriers between
the members are generally abolished but with no common trade policy toward non-members (i.e.
the North American Free Trade Agreement and the European Free Trade Association).

The Generalized System of Preferences is a preferential tariff system, in favour of developing
countries, which provides for a formal scheme of exemption from the more general rules of the
World Trade Organization.

The Harmonized Commodity Description and Coding System, first introduced in 1988, is an
international nomenclature for the classification of products. It allows participating countries to
classify traded goods on a common basis for customs purposes. At the international level, the
Harmonized System for classifying goods is a six-digit code system. Descriptions of articles
or products appear as headings and subheadings, arranged in chapters that are grouped into
sections. Also known as the Harmonized System.

A most-favoured nation clause requires a country to provide any concessions, privileges or
immunities granted in a trade agreement to one nation to all other World Trade Organization
member countries. Although the term name implies favouritism towards another nation, it denotes
the equal treatment of all countries.

A non-tariff barrier increases the cost of trade. It generally expresses a negative impact of an
unnecessary and, probably, protectionist regulation or customs or administrative procedure or
processes. These include lack of infrastructure or lack of transparency in trade regulation, arbitrary
application of trade regulations, non-recognition of certificates, etc. It may be subjective, and there
is no exhaustive list.

A non-tariff measure refers to regulations officially issued by a country that may affect trade, even in
cases where the main objective is not to regulate trade, but rather, to address safety or quality, for
example. This term should not be used interchangeably with non-tariff barrier.

A preferential trade area is a trading bloc that gives preferential access to certain products from the
participating countries. This is done by reducing tariffs but not by abolishing them completely. A
preferential trade area can be established through a trade pact.

Xix
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Regional integration is a process in which neighbouring States enter into an agreement to upgrade
cooperation through common rules. Intraregional trade refers to trade which focuses on economic
exchange, primarily between countries of the same region or economic zone.

Rules of origin cover laws, regulations and administrative determinations of general application
applied by the Governments of importing countries to determine the country of origin of goods.
Rules of origin are important in implementing trade policy instruments, such as anti-dumping and
countervailing duties, origin marking and safeguard measures.

The tolerance rule permits a specific share (often between 10 per cent and 15 per cent) of the value
or volume of the final product to be non-originating without the final product losing its originating
status. In some agreements, the components to which the rule applies are specifically identified.
Alternatively, there may be a list of components that may not be included in the allowance or a list
of products (e.g. chapters, under the Harmonized System) to which the tolerance rule does not
apply. Also known as the de minimis rule.

Trade creation is the increased trade that occurs between member countries of trading blocs
following the formation or expansion of the trading bloc. This comes about as the removal of trade
barriers allows greater specialization according to comparative advantage. This means that prices
can fall, and trade can thus expand.

Trade deflection is the movement of goods or components of goods from outside a trading
arrangement to a country within such an arrangement for the seller to benefit from trading
preferences.

The wholly obtained or wholly produced criterion, relates to goods that are entirely the product of
one country and do not have inputs from non-contracting parties in the production process. It also
refers to natural products and goods made from natural products that are entirely obtained in one
country. Goods wholly obtained in one country are considered as originating in that country. The
concept is still relevant for some agricultural and mining products.

XX



Made in Africa: Rules
of origin for enhanced
intra-African trade

On 21 March 2018 in Kigali, 44 member States of the
African Union signed the Agreement Establishing the
African Continental Free Trade Area. This was a major
historical landmark for Africa, and it can arguably
be a game changer for the continent’s economy. In
signing the Agreement, African countries honoured the
spirit of the Treaty Establishing the African Economic
Community, signed in 1991 in Abuja, and delivered on
a 2012 African Union summit decision to fast-track
the establishment of a continental free trade area by
an indicative date of 2017. By creating a single African
market for goods and services for 1.3 billion people,
the African Continental Free Trade Area is a promise to
fulfil the dream of the African Union’s Agenda 2063: The
Africa We Want (2015). As such, it carries tremendous
hope for decent job creation, poverty reduction and
prosperity for the continent.
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Critically, strong political will continues to back progress towards implementation of the
African Continental Free Trade Area. As of April 2019, 22 countries had ratified the
Agreement, of which 15 had also deposited the instrument of ratification. Building on
these premises the African Continental Free Trade Area will enter into force in May.
In addition to the Protocol on Trade in Goods, phase | of the Agreement includes
the Protocol on Trade in Services and the Protocol on Rules and Procedures on the
Settlement of Disputes (African Union, 2018b). Phase Il has the Protocol on Investment,
the Protocol on Competition and the Protocol on Intellectual Property Rights. In addition,
member countries signed a protocol on the movement of persons, which is part of the
Treaty establishing the African Economic Community Relating to Free Movement of
Persons, Right of Residence and Right of Establishment. Although not technically part
of the African Continental Free Trade Area, the Protocol on Free Movement of Persons,
Right of Residence and Right of Establishment is nevertheless highly relevant to the
good functioning of the future free trade area.

A passport for circulating
goods under preferential tariffs

The Agreement includes several provisions that cater for differing development levels
among countries. On the scheduling of tariff liberalization, for instance, the Agreement
allows countries to negotiate a list of sensitive products and a list of products to be
excluded from liberalization. It stipulates that sensitive products would be liberalized
over 10 years in non-least developed countries and over a period of 13 years in least
developed countries (LDCs). And yet, significant differences in economic wealth,
population size, geophysical characteristics and legal and political systems, as well as
variations in experiences with regional economic communities, are likely to influence the
mapping out of expected long-term gains and temporary losses from trade liberalization
across the continent. The question is to what extent could rules of origin be refined, to
increase the contributions of the African Continental Free Trade Area to the continent’s
industrial and agricultural development and the emergence of regional value chains.

This report focuses on rules of origin, for which, at the time of writing, negotiations are still
under way. Along with tariff liberalization schedules, rules of origin are an indispensable
element for the implementation of the African Continental Free Trade Area, as of any
other preferential trade agreement. By defining the nationality of a product, rules of
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origin dictate the conditions for the application of tariff concessions, delimiting the
range of products eligible for preferential treatment. They cover laws, regulations and
administrative determinations that are generally applied by Governments of importing
countries to determine the country of origin of goods. As such, they represent one of the
elements that may determine the answer to the question above.

The overall impact of the African Continental Free Trade Area, however, will not be solely
determined by tariff liberalization and rules of origin. Other trade-specific factors include
customs cooperation, transit, trade facilitation and trade remedies, as well as non-tariff
barriers, including technical barriers to trade and sanitary and phytosanitary measures.
It is the interaction between these factors and the specifics of other Protocols under
phase | and phase Il of the Agreement that will determine the outcome of the
implementation of the African Continental Free Trade Area. Furthermore, for the African
Continental Free Trade Area to contribute to achieving specific policy objectives at the
continental and national levels, specific attention should be devoted to tackling perennial
dependence on exports of primary commodities.

° To build on existing work on the trade-industrialization nexus in Africa, while
making linkages to developmental regionalism and industrial policies

. To sensitize stakeholders in Africa on the need to ensure greater coherence
between trade policy and industrial policy objectives at a continental level

° To analyse how well intra-African trade can support structural transformation, and
how continental preferences and rules of origin can help maximize opportunities
for value addition and boost trade in Africa.

The agricultural sector and associated value chains are among the leading sectors in
Africa with regard to investment attraction (PricewaterhouseCoopers, 2015). Similarly,
minerals have significant potential for the development of regional value chains on the
continent. However, production in most countries is hampered by structural constraints
and lower competitiveness further up in value chains, compared to other subregions
of the developing world (Hallward-Driemeier and Nayyar, 2017). Processing capacity
is still limited in most African countries. Additionally, the volatility of revenues from the
commodity sector and rampant macroeconomic instability has stopped most commodity-
dependent developing countries from reaching substantial levels of industrialization.

T See UNCTAD and FAO (2017), which addresses the harmful macroeconomic and microeconomic impact of
commodity dependence.
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In Africa, commodity-dependent developing countries are less industrialized than even
LDCs (UNCTAD, 2017). As some case studies of selected sectors show (see chapter 3),
although by no means a sufficient condition, the choice of rules of origin plays a central
role in determining the shape and impact of value chains across the continent.

More than 25 years after the Abuja treaty, Africa is on the verge of a historic step as it
moves towards finalizing negotiations for one of the milestones of regional integration
envisaged by its pan-Africanist founding fathers.

Political will has been built since the 2012 decision to fast-track the African Continental
Free Trade Area and capitalizing on this momentum is thus critical to pave the way
for the continentally agreed vision enshrined in Agenda 2063. A successful African
Continental Free Trade Area could also play an important role in achieving the Sustainable
Development Goals in Africa, insofar as it will foster structural transformation and
contribute towards a more inclusive distribution of static and dynamic gains from trade
(Valensisi and Karingi, 2017).

Given long-term socioeconomic trends, the African Continental Free Trade Area also
allows space for leveraging the dynamism of the African market, with several fast-
growing economies, a rising middle class and a young and expanding population.
Estimates show that Africa could nearly double its manufacturing output, from $500
billion in 2016 to $930 billion in 2025. Three quarters of this could come from mesting
domestic demand, mostly in food, beverages and similar processed goods (McKinsey
Global Institute, 2016). Moreover, in the current context of globalization and potential
“trade wars” (Coke-Hamilton, 2019), this strategy may help temper some of the
uncertainties that surround the global context. This diversification strategy could be
particularly important, as Africa’s exports are skewed towards primary commodities,
making the continent vulnerable to adverse price shocks. Africa is also largely dependent
on unilateral preferences in key export markets.

Against a background of uneven progress of African regional economic communities
towards regional integration and consolidation (United Nations Economic Commission
for Africa et al., 2017; De Melo, et al., 2017), the African Continental Free Trade Area
represents an opportunity to address high tariffs and trade costs across these regional



Economic Development in Africa Report 2019

economic communities. This in turn may help the continent reap the benefits of regional
integration, by achieving greater scale economies and — perhaps more fundamentally —
harnessing trade complementarities across large economies and subregions which are
currently trading with each other mainly on a most-favoured nation basis.

More fundamentally, the African Continental Free Trade Area should be regarded as
an opportunity to enhance the consistency between trade policy and industrial policy
objectives, on the one hand, and the continent’s transformation agenda, on the other.
The reason for this is three-fold:

a)

There is evidence that a strategic approach towards regional integration offers
greater scope for diversification, by providing a springboard to engage in
increasingly more complex activities, targeting first more proximate and less
standard-intensive markets, to gradually develop the productive capabilities
required to compete at a global scale. The African Continental Free Trade
Area will not lead to a significant expansion of intra-African trade if productive
capacities are not developed. Africa currently has fewer kilometres of roads than
it did 30 years ago and has the highest costs of transporting goods in the world.
Industrial policy, development corridors, special economic zones and regional
value chains are some of the important tools and vehicles for promoting intra-
African trade within the context of developmental regionalism (UNCTAD, 2013;
Harvard University, 2018).

The African Continental Free Trade Area also represents a key step towards
ensuring that trade liberalization in Africa takes place gradually and with an
appropriate sequencing, putting the continent in a condition to better cope with
broader developments, whether economic partnership agreement negotiations,
mega-regional agreements or potential “trade wars” (United Nations Economic
Commission for Africa, 2015; Brookings Institution and United Nations Economic
Commission for Africa et al., 2013).

In the current context of potential “trade wars”, revived nationalism and
disenchantment with the multilateral trading system (Nicita et al., 2018; UNCTAD,
2018a; Coke-Hamilton, 2019), the African Continental Free Trade Area also
represents a strategic step towards deepening continental ties and giving a
strong signal in support of open regionalism and development cooperation.
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Broadly speaking, the outcome of the African Continental Free Trade Area depends on
the interplay between (a) tariff changes (and final levels of protection); (b) differences
between the tariffs faced by African exporters and those faced by their competitors
(i.e. preference margins); (c) import/export specialization patterns; (d) second-round
macroeconomic linkages, such as balance of payment adjustments and government
revenue/budget effects; and (e) broader dynamic effects, with productivity enhancing
impacts such as the flow of knowledge and innovation.

As they define the goods eligible for preferential treatment by the African Continental
Free Trade Area, rules of origin are a necessary element for the implementation of the
African Continental Free Trade Area. This is why, unlike other non-tariff measures, which
may be discussed in the second phase of the negotiations, rules of origin need to be
prioritized to make the Agreement actionable. It is equally clear that rules of origin can
impact the outcome of tariff liberalization (see (a) and (b) above), the alternative being
the status quo: either regional economic community-level tariffs or most-favoured nation
treatment, depending on the specific case. In this context, while tariff schedules and
modalities shape the future structure of preference margins, rules of origin circumscribe
the commercial value of preferential treatment by defining the set of goods that can be
eligible for such treatment. Consequently, they will have a key bearing on preference
utilization under the African Continental Free Trade Area and, therefore, ultimately on the
outcome of the Agreement.

While not per se an industrial policy instrument (and rather inadequate, on their own, for
that purpose), rules of origin nonetheless clearly have wide-ranging implications on the
depth and pattern of regional integration, as they affect the choice of intermediate inputs
utilized in the production of goods eligible for preferential treatment. These effects have
become increasingly important with the splintering of production phases and the rise of
global and regional value chains. In other words, rules of origin shape the space in which
regional value chains operate.

In this respect, it is important to realize that rules of origin do not operate in a vacuum,
and their impact is context specific. Their impact varies not only as a function of the
country considered and of its level of development, but also of the sector in question
and the sector’s input-output structure, the complexity of its production processes and
the governance and geographic features of related value chains (see chapter 3). In this
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context, some degree of flexibility while avoiding overly restrictive requirements? will be
important to ensure that economically weaker countries (e.g. LDCs) can also profit from
the opportunities unlocked by the African Continental Free Trade Area. It should also
be noted that the architecture of African Continental Free Trade Area negotiations is
such that countries retain a much greater margin to manoeuvre through tariff schedules
than through rules of origin, especially considering the differences in country-specific
production structures. Beyond the differentiated length of the transition period, individual
countries can adjust tariff schedules, within the limits defined in the modalities, to their
legitimate interests. In most cases, this means that individual countries will be able to
protect strategic industries much more effectively through an appropriate identification
of the sensitive products than through overly restrictive rules of origin, which ultimately
apply to the whole continent. The relative merits of flexible versus stringent rules of
origin has been a long-debated issue and a question for which it may be difficult to offer
an unambiguous, empirical answer (Draper et al., 2016; De Melo and Portugal-Pérez,
2013). Broadly, this report offers three suggestions on the matter:

a) Stringent rules to promote local value addition

b) Simple (in the sense of being clear and understandable), transparent and
predictable, to facilitate intra-African supply chain trade

c) “Evolutionary” rules, starting with simple rules that can gradually be made more
stringent later, as economies develop.

Given the issues outlined above, it is critical to capitalize on the current political

momentum, foster a candid and pragmatic debate about the genuine interests of all

Africans and forge consensus around an ambitious agenda for regional integration,

identifying the best realistic negotiation points of convergence and pressing ahead with

African Continental Free Trade Area implementation. This approach could contribute

to supporting structural transformation and paving the way for the vision enshrined in

Agenda 2063.

2 It should be noted that the need for flexibilities and special and differential treatment, particularly for LDCs,
is generally recognized as one of the African Continental Free Trade Area principles. However, special and
differential treatment in the African Continental Free Trade Area has become a politically sensitive issue. There
is a view among some African policymakers that the African Continental Free Trade Area should limit the
scope of special and differential treatment and flexibilities, as the majority of the 55 African Union members
are LDCs and allowing too large a scope for special and differential treatment might defeat the original

objective of the African Continental Free Trade Area to boost intra-African trade. Thus, there is a need for a
degree of flexibility in the elaboration of rules of origin under the African Continental Free Trade Area.
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At the same time, it should be noted that, as important as it may be, trade is only one
element of the picture. Various studies have found that the African Continental Free
Trade Area can boost the continent’s real income, especially if the selection of sensitive
products does not erode the scope for trade liberalization within the continent (UNCTAD,
20163a; United Nations Economic Commission for Africa et al., 2017). As is generally the
case, however, the growth effects of trade liberalization tend to be relatively small in
the short to medium term (Depetris Chauvin N et al., 2016; United Nations Economic
Commission for Africa, 2018). There are potentially additional dynamic benefits, as the
African Continental Free Trade Area should lead to export diversification. This generates
more sustainable growth, while a larger regional market better attracts foreign direct
investment and the promotion of industrial exports may help to catalyse structural
transformation.

[t should thus be clear that the development of Africa’s productive capacities requires
much more than strategic trade integration. Trade policy, for instance, cannot be a
substitute for bold industrial policies. Equally, while regional integration can help in
attracting market-seeking foreign direct investment, it is not a substitute for domestic
resource mobilization, nor for ambitious public investment programmes capable
of redressing the continent’s infrastructural deficits (UNCTAD, 2018b). This is the
rationale behind the Action Plan for Boosting Intra-African Trade,® which marries the
African Continental Free Trade Area with a broad range of interventions that address
related development challenges, ranging from trade facilitation to productive sector
development.

In the same vein, as the recent backlash against globalization suggests, policymakers
cannot simply assume that trade gains will be equitably distributed, even when in
aggregate terms their magnitude justifies some degree of liberalization. Often, lead firms
in global value chains — and those in regional value chains, though to a lesser extent —
have captured a disproportionately high share of these gains (Rodrik, 2018; UNCTAD,
2018c; UNCTAD, 2018d). For this reason, it is imperative to prevent special interest
groups from capturing trade negotiations, as well as to devise appropriate competition
policies to discourage excessive concentration of market power and proactively support
a more equitable distribution of bargaining power along the various value chains to
make them more inclusive (UNCTAD, 2015a; UNCTAD, 2016b; UNCTAD, 2018c).

Also important is paying explicit attention to the interests of the economically weakest
countries and the most vulnerable groups, namely women, youth, rural smallholders
and small and medium-sized enterprises (SMEs) (through, respectively, special and

8 See https://www.uneca.org/pages/action-plan-boosting-intra-africa-trade.
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differential treatment and targeted measures, such as simplified documentation
requirements). Though the arguments in favour of trade liberalization through the African
Continental Free Trade Area are clear, as most analyses of the estimated aggregate
benefits outweigh the costs, success in a more competitive global economy also requires
assisting the potential losers through job retraining, targeted social protection and other
welfare measures that mitigate the negative effects. The Economic Commission for
Africa and the International Labour Organization have highlighted the importance of
the human rights and possible social safety net implications of the African Continental
Free Trade Area,* which are likely to be significant for women and informal cross-border
traders, and the differential impacts of trade liberalization on workers according to skill-
level or sector of employment (UNCTAD, 2018e) and on food security.

As the conclusion of the current round of African Continental Free Trade Area negotiations
approaches, Africa is on the verge of a turning point that may help define a new narrative
for the continent and provide both consistency and content to the vision enshrined in
Agenda 2063. In practice, however, the devil lies in the details of negotiations and how
Africa copes with implementation challenges. This report helps to shed light precisely
on some of these technical elements. It also provides new detailed comparisons of
rules of origin across the regional economic communities (not done before) and, as
“the devil is in the details”, six case studies that highlight the need for crafting rules
of origin provisions in a way that is as business-friendly as possible, in the sense of
minimizing hurdles and uncertainties for firms, and in particular SMEs, for any given
level of restrictiveness agreed upon. This is a critical objective in so far as it could help
maximizing the utilization of the African Continental Free Trade Area.

The report is organized in five chapters. Chapter 1 discusses the key impediments to
trade in Africa and the potential gains of the African Continental Free Trade Area for the
continent. It also maps intra-African trade, at the continental level, in terms of the regional
economic communities and countries involved, as well as product composition. Chapter
2 discusses what preferential rules of origin are and what approaches are followed in free
trade agreements within Africa and preferential trade agreements relevant for the African
context. Chapter 3 assesses how distinct rules of origin provisions affect the working of
six selected regional value chains (tea; cocoa; cotton, textile and apparel; beverages;
cement; and automobiles). It elaborates on how distinct formulations of rules of origin

4 United Nations Economic Commission for Africa and Friedrich-Ebert-Stiftung, 2017; International Labour
Organization, 2014.
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provisions need to be carefully assessed against sectoral considerations related to the
availability of inputs and domestic processing capacity, as well as competing policy
priorities in terms of broader developmental effects. Chapter 4 explores the challenges
associated with the implementation of rules of origin within the African Continental Free
Trade Area.

On the basis of the analysis in the previous chapters, chapter 5 provides an outline of the
main policy findings and recommendations for maximizing the impact, on trade creation
and structural transformation in Africa, of rules of origin under the African Continental
Free Trade Area.

1






On the road to the
African Continental
Free Trade Area:
Challenges and
opportunities

1.1 Introduction: Challenges,
opportunities and the role of rules
of origin

This edition of the Economic Development in Africa
Report focuses on the role of preferential rules of
origin (henceforth rules of origin) in shaping the
development of regional value chains in the African
Continental Free Trade Area, with the objective of
maximizing gains from the Continental Free Trade
Area for structural transformation. Chapter 1,
section 1.2 situates the role of rules of origin within
the vision of the Abuija treaty and Agenda 2063 of
the African Union. Section 1.3 analyses the state
of trade and related impediments to trade in Africa,
which will influence the magnitude of the potential
gains that rules of origin and regional value chains
may generate. Section 1.4 discusses the potential
gains from the Continental Free Trade Area and a
few of the factors that can affect these gains, in
addition to rules of origin. Section 1.5 makes the
economic case for rules of origin as a critical factor
in the effectiveness of preferential tariff liberalization
as a policy instrument to achieve the objectives
of the Continental Free Trade Area. Section 1.6
concludes the chapter.
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The establishment of the African Continental Free Trade Area, one of the flagship
projects of Agenda 2063, represents a critical step in the journey of Africa towards the
operationalization of an integrated market that is meant to culminate in the formation of
an African economic community, in accordance with the Abuja treaty. The signing of the
Agreement Establishing the African Continental Free Trade Area is a landmark historical
achievement that signals the crossing of an important milestone in the continent’s long
regional integration history.

Two of the four objectives of the African economic community as stated in the Abuja
treaty are to “promote economic, social and cultural development and the integration
of African economies in order to increase economic self-reliance and promote an
endogenous and self-sustained development” and “to coordinate and harmonize
policies among existing and future economic communities in order to foster the gradual
establishment of the community”.

To achieve the final objectives of the regional integration process in Africa, the effective
operationalization of the Abuja treaty requires the implementation of complementary
strategic continental initiatives and programmes, such as the Comprehensive Africa
Agriculture Development Programme, the Programme for Infrastructure Development in
Africa of the New Partnership for Africa’s Development, the action plan of the Accelerated
Industrial Development for Africa initiative of the African Union and the Action Plan for
Boosting Intra-African Trade of the African Union. Coherence in vision, along with the
timely implementation of multiple continental programmes, such as those cited, is
central to ensuring that regional integration delivers on its stated overarching goals.

Regional integration that solely emphasizes the removal of tariff and non-tariff barriers,
on its own, cannot deliver on the stated goals of promoting sustainable development
for the continent, but should be accompanied by the building of productive capacities,
the acceleration of structural transformation and the unleashing of the potential of
the private sector. Critical requirements include fostering domestic entrepreneurship,
domestic resource mobilization, political stability and peace, and establishing
appropriate institutional structures and mechanisms to ensure an equitable distribution
of socioeconomic costs and benefits across all 54 countries in Africa in a way that is
politically acceptable to all.

Developmental regionalism (a development-based approach to regional integration)

15
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in Africa is necessary to ensure sustainability in the continent’s regional integration
process, in order for it to culminate in the creation of an African economic community
(UNCTAD, 2013). Africa needs deeper integration that goes beyond preferential tariff
liberalization alone.

Regional integration in Africa is not meant to be an agenda for trade and investment
protectionism, intended to build the competitiveness of Africa behind walls and to
significantly scale down the continent’s development partnerships with external trading
partners. Self-reliance and endogenous self-sustained development are the overarching
goals of the continent’s regional integration process, yet it is imperative for countries
in Africa, in particular the 33 LDCs, to continue to take advantage of the special and
differential treatment provisions of the World Trade Organization (WTO) under, for
example, the African Growth and Opportunity Act of the United States of America
and the Everything But Arms initiative of the European Union and many other bilateral
preferential agreements and free trade agreements (with, for example, China and India),
to boost the share of African trade in the global economy. Regional integration in Africa
should be a launch pad to deepen integration in the world economy by accelerating
the building of productive capacities and competitiveness among African enterprises.
The African Continental Free Trade Area, which will be the largest free trade area
since the formation of WTO in terms of the number of participating countries, marks a
pivotal shift for Africa in terms of accelerating trade, investment and industrialization
within the continent and strategically leveraging Africa as a key economic player on the
global stage.

The end goals of self-reliance and endogenous self-sustained development necessitate
the implementation of a range of policy tools and instruments, central to which is the
development of regional value chains in Africa, within the broad industrialization agenda
of Africa.

A critical policy instrument that can shape both the size and distribution of economic
gains to countries in Africa, generated within regional value chains and the industrialization
strategy of Africa, is preferential trade liberalization. The role of rules of origin is to
ensure that gains from preferential trade liberalization accrue to the members of the
African Continental Free Trade Area. This report argues that rules of origin within the
Continental Free Trade Area should be purposefully crafted and enforced in such a way
as to support and shape the development of regional value chains on the continent and
foster industrialization and structural transformation, with the final aim of maximizing the
gains from the Continental Free Trade Area. How rules of origin and preferential trade
liberalization are addressed in the Continental Free Trade Area will directly affect the
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size and distribution of economic benefits among member countries and, ultimately, the
political will of members to advance regional integration to create an African economic
community.

The raison d’étre of regional trade agreements is to provide members with preferential
access, relative to non-members, to the markets of all member countries and, in so
doing, support regional trade in intermediate and final goods. To be eligible for the
preferential tariff rates that apply only to members when exporting under regional trade
agreements, each member country must meet a set of eligibility requirements, which
include the requirements of an originating status clause, whereby the goods traded,
or a certain percentage of the contents of the goods traded, must originate within the
regional trade area.

This requirement is critical for the following two reasons: to ensure that preferences
accrue only to members and are not deflected to non-members, i.e. to avoid trade
deflection and trans-shipment; and to ensure that preferences contribute to stimulating
local production and the sourcing of intermediates from within the regional trade area
rather than the rest of the world, so as to result in increased net trade among members,
i.e. to promote net trade creation. Without an originating status clause, the economic
benefits to regional trade area members are diminished, undermining the political will to
remain in an agreement, while the objectives of regional trade agreements (e.g. regional
industrialization, regional structural transformation, regional economic diversification
and enhanced regional trade) are undermined. In other words, the originating status
concept is fundamental to delivering on the potential benefits of agreements to member
countries. Under regional trade agreements, the only way to certify where goods have
originated is by establishing rules of origin. The message is clear: there can be no
economic benefits accruing to regional trade area members unless rules of origin are
properly defined and credibly enforced within the regional trade area. Rules of origin
are thus the cornerstone of the effective application of preferences towards regional
trade area members. Moreover, rules of origin are necessary for preferential trade
liberalization and are critical to the development of the African Continental Free Trade
Area. Box 1 provides a general definition of rules of origin (see chapter 2 for details
on the technicalities behind rules of origin and a mapping of rules of origin in regional
economic communities and under other preferential trade arrangements in Africa).

The raison d’étre of preferential rules of origin is the avoidance of trade deflection, yet
actual practice under regional trade agreements has diluted this objective, and rules of
origin are increasingly becoming an economic, political and trade-related instrument
(Abreu, 2013).

17
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Challenges in implementation can affect the benefits that rules of origin should bring
to a regional integration process in terms of increased intraregional trade, increased
economic diversification, faster industrialization and deeper structural transformation.
There are compliance costs associated with rules of origin with regard to verifying and
enforcing compliance with originating status criteria and procedures, and such costs
also vary according to the different types of rules of origin (Mizuno and Takauchi, 2013).

Box 1
What are rules of origin?

Rules of origin are the rules for determining the country of origin of goods. According to UNCTAD,
“rules of origin are like a passport for a product to enter a free trade area and circulate without
being imposed a duty”. The World Customs Organization states that “the basic role of rules of
origin is the determination of the economic nationality as opposed to the geographical nationality
of a given good” and also states as follows: “The rules of origin are used as an important trade
measure. They do not constitute a trade instrument by themselves and are not to be used to
pursue trade objectives directly or indirectly or as a policy measure. The rules of origin are used
to address different commercial policy instruments and they can be used to attain specific
purposes of national or international policies.”

Sources: UNCTAD, 2016¢; World Customs Organization, 2012.

The effectiveness of rules of origin in delivering sizeable economic benefits to countries
in Africa under regional trade agreements depends on a range of factors that include
cost competitiveness in sourcing inputs among regional trade area members compared
with sourcing from non-members. Cadot, Estevadeordal et al. (2006) note that “if rules
of origin impose the use of expensive local materials and burdensome administrative
procedures to confer originating status, they can also render the preference margin
worthless” and that “stringent rules of origin can prevent the smooth operation of
cross-border supply chains or foster the emergence of inefficient ones”. For the African
Continental Free Trade Area to deliver economic gains to member countries through
the development of regional value chains, in a politically sustainable way that ensures
the long-term viability of regional integration, many countries must participate. However,
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such participation is contingent on improved production competitiveness conditions
within member countries, compared with conditions in non-members. There are a set
of preconditions to be met in order for rules of origin and preferential trade liberalization
to deliver on the goals of developing regional value chains and generating economic
benefits large enough to be equitably distributed across a range of member countries.
Such preconditions include the implementation of trade and business facilitation
measures in participating countries and measures to build productive capacities and
enhance product sophistication. A few of these preconditions are discussed in greater
detail in section 1.3.

Africa is a marginal player in the global trade in goods. Total trade from Africa to the
rest of the world averaged $760,463 million in current prices in the period 2015-2017,
compared with $481,081 million from Oceania, $4,109,131 milion from Europe,
$5,139,649 million from America and $6,801,474 million from Asia.® Figure 1 shows the
total trade trends for each region in 2000-2017.

Africa was adversely affected by the recession in 2008 and its aftermath, reflecting the
high dependence of the region on trade with the rest of the world. Regional trade can
help reduce the vulnerability of the continent to external forces. More concretely, the
share of exports from Africa to the rest of the world ranged from 80 to 90 per cent in
2000-2017. The only other region with a higher export dependence on the rest of the
world is Oceania. Conversely, the share of intraregional exports in total exports is lowest
in Africa, compared with other regions, except Oceania. Intra-African exports were 16.6
per cent of total exports in 2017, compared with 68.1 per cent in Europe, 59.4 per cent
in Asia, 55.0 per cent in America and 7.0 per cent in Oceania.®

5 Trade in this section refers to merchandise trade unless otherwise stated. Regional classifications in the
UNCTADstat database are Africa, America, Asia, Europe and Oceania.
6 UNCTAD calculations, based on the UNCTADstat database.
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Figure 1
Trade (exports and imports, all products) to rest of world by region
(Millions of dollars (constant 2000 prices deflated by consumer price index of each region))
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Source: UNCTAD calculations, based on the UNCTADstat database.

Intra-African trade, defined as the average of intra-African exports and imports, hovered
at around 15.2 per cent in the period 2015-2017, while comparative figures for America,
Asia, Europe and Oceania were, respectively, 47.4, 61.1, 67.1 and 7.2 per cent
(figure 2). Africa, along with Asia, is the only region with a rising trend in intraregional
trade from 2008.

In interpreting shares of intra-African trade in total trade, there are three caveats.
First, there is evidence to suggest that intra-African trade may be subject to double
counting, amounting to 7 per cent of intra- regional economic community exports
and 9 per cent of intra-regional economic community imports, owing to overlapping
memberships (Chidede and Sandrey, 2018). Second, intra-African trade is likely to be
underestimated due to the prevalence of informal trade. Third, increases in intra-African
trade may not necessarily be welfare-improving if most intraregional trade displaces
cheaper extraregional trade (i.e. the trade diversion effect). For intra-African trade to be
welfare-improving, the trade creation resulting from increased intra-African trade must
be greater than trade diversion.

20



Made in Africa — Rules of Origin for Enhanced Intra-African Trade

Figure 2
Intraregional merchandise trade (all products) by region
(Percentage)
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Source: UNCTAD calculations, based on data from Harvard University, 2018.

There are eight regional economic communities in Africa, yet the share of intra-African
trade remains low, at around 14.8 per cent in 2017. Figure 3 shows a comparison of
levels of trade in the communities. In 2016, intra-regional economic community trade
was highest in SADC ($34.7 billion), followed by CEN-SAD ($18.7 billion), ECOWAS
($11.4 billion), COMESA ($10.7 billion), AMU ($4.2 billion), EAC ($3.1 billion), IGAD
($2.5 billion) and ECCAS ($0.8 billion). With regard to the share of intra-regional
economic community trade in total trade in Africa, in 2016, there were deeper levels of
integration in SADC (84.9 per cent), followed by COMESA (59.5 per cent), CEN-SAD
(68.4 per cent), ECOWAS (56.7 per cent), AMU (51.8 per cent), IGAD (49.0 per cent),
EAC (48.3 per cent) and ECCAS (17.7 per cent).
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Figure 3
Intra-regional economic community trade in Africa, 2010-2012 and 2014-2016
(Billions of dollars and percentage of total African trade)
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The level of intra-regional economic community trade in Africa differs between
communities, reflecting economic factors such as differences in stages of industrial
and economic development and degrees of complementarity in production structures;
differences in the state of political relations among member countries; and varying levels
of political commitment towards the implementation of the agreements underpinning
the regional economic communities. Progress towards the regional integration of Africa
has been uneven to date, with some countries fairly well integrated at the regional and/
or subregional level and others much less so. The 10 leading intra-African exporters
in 2015-2017 were Swaziland (70.6 per cent), Namibia (52.9 per cent), Zimbabwe
(561.6 per cent), Uganda (51.4 per cent), Togo (51.1 per cent), Senegal (45.6 per cent),
Djibouti (41.9 per cent), Lesotho (39.9 per cent), Kenya (39.3 per cent) and Malawi
(88.3 per cent). The 10 countries with the lowest share of exports were Chad
(0.2 per cent), Guinea (1.6 per cent), Eritrea (2.3 per cent), Equatorial Guinea
(8.5 per cent), Cabo Verde (3.6 per cent), Angola (3.9 per cent), Libya (4.5 per cent),
Guinea Bissau (4.7 per cent), Liberia (5.1) and Algeria (5.5 per cent).”

7 UNCTAD calculations, based on the UNCTADstat database.
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Countries that have more diversified exports tend to have higher shares of intra-African
exports than countries that have less diversified exports. Simple correlation coefficient
calculations between the shares of intra-African exports and UNCTAD product
concentration indices at the country level for the period 2015-2017 show a negative
association of 0.53.2 This indicates that the more concentrated the index, the lower the
share of intra-African exports in total exports for a given country. Diversifying the range
of goods produced within countries in Africa creates greater possibilities for intraregional
trade.

With regard to the product and sectoral composition of intra-African trade, the
continental market remains limited in size, yet intra-African exports appear to be more
diversified and less primary commodity-dependent than exports from Africa to the rest
of the world. Mineral products (petroleum, ores, etc.) account for 33 per cent of intra-
African exports and constitute 50 per cent of total exports from Africa to the rest of
the world (figure 4). The concentration of exports to the rest of the world on mineral
products is also markedly evident at the regional economic community level. At the
aggregate level, in 2015-2017, exports of manufactures accounted for 45 per cent of
intra-African exports, but only 20 per cent of exports from Africa to the rest of the world.

With regard to product complexity, Hausmann and Hidalgo (2011) state that the process
of economic development involves the accumulation of capabilities or productive
8 The UNCTAD product concentration index shows the degree to which the exports and imports of individual

economies or groups of economies are concentrated on a few products rather than being distributed in a

more homogeneous way across several products. The correlation coefficient was statistically significant at a
1 per cent level.
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knowledge that allows a country to produce a diverse range of increasingly complex
products. Products differ by the level of complexity that is required for their production.
Higher levels of complexity are strongly correlated with a higher level of income in a
country, and variations in economic complexity in certain products can be predictors of
future overall growth for a country. Countries that increase the production and trade of
products with an above average complexity, are more likely to experience higher growth
in the future. Given the economic complexity of each economy, a product complexity
index can be derived by comparing, for a given product, the complexity of the country
producing that product. The product complexity index can infer information about a
country’s productive capabilities from its export basket, helping to explain differences in
GDP per capita between countries and to predict economic growth.

Figure 5 shows the average trade-weighted product complexity index for all countries
in Africa in 2010-2012 and in 2014-2016 for trade within Africa and with the rest of
the world. The line shows the 45-degree angle; countries above this line have a higher
product complexity in their trade flows within Africa than with the rest of the world.
As shown in the figure, this is true for most countries in Africa in both periods. This
is coherent with the well-established finding that intra-African trade is more intensive
in manufactures than trade between Africa and the rest of the world; the latter is
dominated by primary commodities. Manufactures in general have higher levels of
product complexity than primary commodities. The Democratic Republic of the Congo,
Djibouti, the Niger and Seychelles are notable exceptions in both periods. The African
Continental Free Trade Area is expected to lead to an increase in intra-African trade
flows, and African trade flows could therefore increase in products of relatively higher
complexity, which could in turn lead to potentially higher economic growth in the future.
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Figure 4

Composition of exports from Africa, 2014-2016 average
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Figure 5
Product complexity index, weighted by trade flows, 2010-2012 and 2014-2016
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The economic complexity index provides “a rank of countries based on how diversified
and complex their export basket is. Countries that are home to a great diversity of
productive know-how, particularly complex specialized know-how, are able to produce a
great diversity of sophisticated products”.® The index provides a measure of the ability of
a country to apply knowledge to produce a range of diversified goods that are complex.
Based on the data available for 31 countries in Africa in 2016, the leading 10 countries on
the index were Tunisia, Egypt, South Africa, Mauritius, Uganda, Namibia, Mali, Morocco,
Senegal and Kenya. Simple correlation coefficient calculations between the economic
complexity index and manufacturing value added per capita (at constant 2010 dollars) in
the 31 countries show a statistically significant (at a 1 per cent level) positive association
of 0.58. In general, countries that have higher levels of manufacturing value added per
capita have a higher economic complexity index score. This result is to be expected,
given that the manufacturing sector involves the production of more complex products
than the non-manufacturing sector. For countries with higher levels of manufacturing
development, this suggests a greater initial role in leading in the development of regional
value chains on the continent.

There is significant scope to enhance inter-regional economic community trade in Africa.
Most of the African trade in regional economic communities takes place either within
communities (intra-regional economic community trade) or with another community,
rather than being fairly distributed across the remaining communities (inter-regional
economic community trade). Trade interactions among the eight communities tend
to be concentrated among a few groups, and there is scope to enlarge inter-regional
economic community trade. The African Continental Free Trade Area can provide a
platform of dialogue and negotiations across all eight regional economic communities,
allowing communities to increasingly trade with one another to accelerate harmonization
and coordination among them, as stipulated in the objectives of the Abuja treaty, and
to strengthen their roles as building blocks of the African Continental Free Trade Area.

The African Continental Free Trade Area can boost intra-African trade by increasing
the economic viability of industrialization on the continent and accelerating structural
transformation, with commensurate positive effects on product diversification. The
development of regional value chains in Africa depends on the implementation of
national and regional industrial policies that promote diversification in the range of goods
produced, both intermediate and final. The higher the level of product diversification in
Africa, and the more cost competitive the production relative to external competitors,
the greater the incentives for countries in Africa to implement and enforce rules of origin
incentivizing the sourcing of inputs within Africa. Without adequate levels of product
diversification and competitiveness, the expected benefits of rules of origin may be
®  See http://atlas.cid.harvard.edu/learn/glossary.
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diminished, given that producers in Africa may find it cheaper to source inputs abroad
or find it difficult to source the inputs they need within the relevant regional trade area to
engage in production.

Building industrial productive capacities and competitiveness takes time. In the short
term, therefore, rules of origin that are too restrictive (i.e. requiring a large portion of
inputs to be sourced from within a regional trade area or imposing several stages of
transformation to allow member countries to qualify for reduced duties) can deter
regional trade or create trade diversion, that is, divert trade from less costly suppliers
from outside a regional trade area to costlier supplies within. Therefore, rules of origin
should be less restrictive and less complex at the initial stages of implementation of
the Agreement Establishing the African Continental Free Trade Area, as many member
countries have weak institutional capacities, low levels of competitiveness and limited
capabilities to participate in regional value chains due to insufficient productive capacities
for supplying sourced inputs. Simplified, flexible and lenient rules of origin are needed,
in particular for LDCs in Africa, in the early stages, to help kickstart regional industrial
production. The rules of origin regime can increase in complexity and restrictiveness
gradually, once member countries have reached a threshold level of competitiveness
and productive capacities, whereby they can satisfy the eligibility criteria set by more
complex rules of origin to qualify for preferential treatment.

At higher levels of competitiveness, product sophistication and product diversification,
more complex and restrictive rules of origin can boost regional trade, accelerate the
development of regional value chains and ensure that a larger share of the value added
and rents created during production is retained within a regional trade area. The degree
of complexity and restrictiveness in rules of origin should consider the levels of product
diversification, sophistication and competitiveness in member countries; too restrictive
and complex rules of origin at low levels of regional productive capacities can provide
incentives to member countries to trade outside a regional trade area rather than within.
Such incentives may be greater for small and/or low-income countries such as LDCs,
in which productive capacities and competitiveness levels may be lower. For example,
LDCs, with assistance from UNCTAD, have expressed concerns at WTO about the
challenges they face in complying with rules of origin under duty-free, quota-free schemes
(WTQO, 2014). One concern relates to the design of rules of origin not having followed
developments in world trade. Their design should be context specific, that is, specific
to the time, sector and industry, since the design of rules of origin should consider the
specificities of the product sector to which they will apply and the constraints faced
by firms in the sector, including challenges arising from changing regional and global
environments. Such factors will influence the costs of compliance with rules of origin.
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1.3.1 Key impediments to trade in Africa

The gains from the African Continental Free Trade Area can potentially be numerous,
but are not automatic. One of the major goals is to boost intra-African trade. Besides
the challenges of implementing the Agreement Establishing the African Continental
Free Trade Area and progressively liberalizing tariffs on goods, there are obstacles to
trade in Africa independent of tariff liberalization. The major impediments to trade have
been identified in the Action Plan for Boosting Intra-African Trade of the African Union,
which states that “the growth of intra-African trade has been constrained by a number
of factors. These include differences in trade regimes; restrictive customs procedures,
administrative and technical barriers; limitations of productive capacity; inadequacies of
trade-related infrastructure, trade finance and trade information; lack of factor market
integration; and inadequate focus on internal market issues” (African Union, 2013).

There are three major categories of obstacles to intra-African trade, namely, weak
productive capacities and limited economic diversification, which constricts the range
of intermediate and final goods that can be traded and potentially inhibits the fuller
development of regional value chains; tariff-related trade costs, associated with the slow
implementation of the tariff liberalization schedules underpinning free trade agreements;
and high non-tariff-related trade costs that hamper the competitiveness of firms and
economies in Africa. Such high trade costs, related to business and trade facilitation,
can be explained in terms of the hard and soft infrastructure deficits in Africa that have
an impact on transport and transit costs and at-the-border and behind-the-border costs
(UNCTAD, 2009; United Nations Economic Commission for Africa et al., 2017). They can
also be explained in terms of non-tariff measures that act as non-tariff barriers. Non-tariff
measures refer to regulations officially issued by a country that may affect trade, even
in cases where the main objective is not to regulate trade but, for example, to ensure
safety and quality. Non-tariff barriers are cost-increasing obstacles to trade and should
be removed to enhance trade and integration. Not all non-tariff measures are non-tariff
barriers, and vice versa. Rules of origin fall within the category of non-tariff measures.
According to Brenton (2011), complex rules of origin can be a significant constraint on
trade, a substantial burden on customs and a hindrance to trade facilitation, while the
nature of the rules of origin can undermine the stated intentions of preferential trade
agreements. Many of these obstacles are the results of policies that can be altered.
Each category of obstacles is discussed in turn in this section.

Weak productive capacities
Addressing supply-side constraints and weak productive capacities is a policy imperative
in Africa to boost intraregional trade through the development of regional value chains.

29



Economic Development in Africa Report 2019

Such chains can be a critical vehicle for spreading the economic benefits of African trade
(e.g. jobs in the formal sector and gains from manufacturing) to a wider set of countries,
if they participate in such value chains and gain opportunities to upgrade technologically
and move up within the value chains. The potential for converting primary commodities
in Africa, including agricultural materials, into industrially processed finished products
within regional value chains remains largely untapped. The Action Plan for Boosting
Intra-African Trade of the African Union includes a productive capacities cluster with
the objective of creating “regional and continental value chains/complementarity, to
increase local production/trade in goods produced in Africa” (African Union, 2013).

Intra-regional economic community tariffs
2014-2016 average

*0000
COMESA IGAD EAC

Tariff-related trade costs

Advances in trade liberalization are being made across all regional economic communities
(United Nations Economic Commission for Africa et al., 2017). However, the liberalization
of tariffs within communities has been slower than scheduled, due in part to human
and institutional capacity constraints in trade policy implementation, and also to a lack
of operationalization of regional economic community agreements. According to the
Abuija treaty, all regional economic communities should have established a common
external tariff within customs unions and fully functional free trade agreements by end-
2017. This has not yet occurred. For example, among all communities, ECCAS has the
lowest share of intraregional trade in its total trade in Africa and would need to reduce
on average 66 per cent of its tariff lines on intra-ECCAS tariffs to zero. In the other
communities, the proportion of tariff lines on intraregional tariffs that have yet to be
reduced to zero are 90 per cent in ECOWAS, 85 per cent in SADC, 78 per cent in IGAD,
51 per cent in AMU, 45 per cent in COMESA and zero in EAC, which has the highest
share of intraregional trade in total trade in Africa among all communities. On average,
applied tariff rates to intra-regional economic community members amount to 7.4 per
cent in CEN-SAD, 5.6 per cent in ECOWAS, 3.8 per cent in SADC, 2.6 per cent in AMU,
1.89 per cent in COMESA, 1.86 per cent in ECCAS, 1.80 per cent in IGAD and zero in
EAC (United Nations Economic Commission for Africa et al., 2016). However, reducing
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tariffs among regional economic community members or among countries in Africa
will not automatically result in increased intra-regional economic community and intra-
African trade. Some member countries, as exporters, may not fully utilize the preferential
tariff lines under which tariffs have been reduced, because their export supply capacities
in these lines are weak; their preferential tariff margin for exports is nullified by high non-
tariff trade costs, making production and trade under these lines unattractive; or the
costs of compliance with the rules of origin associated with these lines are too high.

Non-tariff barriers

There is a growing literature on the positive effects that trade facilitation reforms can
have on intraregional and global trade due to the impact on reducing trade transaction
costs (Organization for Economic Cooperation and Development, 2005; United Nations
Economic Commission for Africa, 2018; United Nations Economic Commission for
Africa et al., 2017; WTO, 2015). According to WTO, trade costs in developing countries
can be equivalent to applying a 219 per cent ad valorem tariff on international trade and,
even in high-income countries, the same product could face an ad valorem equivalent
of 134 per cent in trade costs (WTO, 2015). It is estimated that full implementation of the
Agreement on Trade Facilitation could reduce trade costs globally by between 9.6 and
23.1 per cent, with the highest average reduction in trade costs in countries in Africa
and LDCs, in excess of 16 per cent (WTO, 2015). Broadly defined, trade facilitation
reforms should encompass policies to reduce trade transaction costs that result from
customs administrations, documentary requirements and border procedures, as well as
policies for creating an enabling environment for trade that include behind-the-border
policy reforms, improvements in transport infrastructure (roads, rails, ports, airports,
etc.) and reduced bureaucracy and corruption (United Nations Economic Commission
for Africa et al., 2017).

Non-tariff barriers can act as a significant hindrance to international and regional trade
and offset expected gains from tariff reductions to firms. For example, while the average
applied rate of tariff protection in Africa is 8.7 per cent, other obstacles have been found
to increase the cost of African trade by an estimated 283 per cent (Sommer et al.,
2017). Non-tariff barriers raise trade and transaction costs for businesses. Countries in
Africa face large trade costs, associated with their hard and soft infrastructure deficits (in
energy, transport, information and communications technology, logistics performance,
etc.), complex customs and administrative procedures and other obstacles to moving
goods across borders and delivering them to the final point of sale. Several studies have
estimated the impact of trade facilitation reforms on international trade and trade in
Africa and found positive results. For example, Portugal-Pérez and Wilson (2012) show
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that trade facilitation reforms improve the export performance of developing countries,
in particular when they target investment in physical infrastructure and regulatory reform
to improve the business environment. Freund and Rocha (2011) examine the effects
of transit, documentation and ports and customs delays on exports from Africa and
find that transit delays have the most economically and statistically significant effect on
exports. For example, UNCTAD has noted the additional costs that poor transport and
transit facilitation impose on the competitiveness of exports from Ethiopia; the labour
costs of making a T-shirt in Ethiopia are one third of the costs in China, yet the logistics
expenses of exporting the shirt mean that, in international markets, a shirt made in
Ethiopia sells for the same price as a shirt made in China (UNCTAD, 2018e).

Calculations by the Economic Commission for Africa, based on a computable general
equilibrium model, indicate that under the African Continental Free Trade Area, intra-
African trade could increase from 10.2 per cent in 2010 to 15.5 per cent in 2022 but, if
matched by improved trade facilitation and tariff reductions, such trade could more than
double in the same period, to 21.9 per cent (United Nations Economic Commission
for Africa, 2015; Mevel and Karingi, 2012). The Agreement Establishing the African
Continental Free Trade Area, in annex 5 of the protocol on trade in goods, presents
a general categorization of sources of non-tariff barriers (not all of which should be
systematically removed) as follows: Government participation in trade and restrictive
practices tolerated by Governments; customs and administrative entry procedures;
technical barriers to trade; sanitary and phytosanitary measures; specific limitations; and
charges on imports. Rules of origin are treated separately in annex 2. Annex 5 provides
for a mechanism for the identification, categorization and progressive elimination of non-
tariff barriers within the African Continental Free Trade Area and institutional structures
for the elimination of non-tariff barriers, reporting and monitoring tools and the facilitation
of resolution of identified non-tariff barriers.

Countries in Africa tend to perform less well with regard to most indicators of trade
facilitation relative to other regions. A comparison of sub-Saharan Africa with other regions
and the world with regard to selected trade facilitation indicators is shown in figure 6.
Sub-Saharan Africa has the highest cost to export compared with all other regions, as
well as the highest cost to import, except for Latin America and the Caribbean, based
on border compliance, and South Asia, based on documentary compliance.

Comprehensive and reliable data on non-tariff measures in Africa and their conversion
to ad valorem equivalents is ongoing, yet some estimates are available and show that
rates that can be as high as 14 per cent for vegetables, 11.4 per cent for beverages
and tobacco, 11.3 per cent for machinery and 11.1 per cent for optical and medical
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devices (figure 7). Further, the impacts on trade, output, employment and income of
reducing non-tariff measures are found to be positive in all countries in SADC and,
depending on the initial trade flows and the magnitude and scope for removing the
trade distorting effects of non-tariff measures, national exports can increase by up
to 2.2 per cent (UNCTAD, 20164a). Efforts to enhance the regulatory convergence of
trade regulations or the elimination of non-tariff measures need to be in parallel with the
process of liberalizing market access conditions in the African Continental Free Trade
Area. For example, UNCTAD has worked with several regional economic communities
on non-tariff measures and non-tariff barriers and on developing systems to identify and
remove non-tariff barriers and to promote mutual recognition or convergence (UNCTAD,
20160).

Figure 6
Cost to import and export: Selected trade facilitation indicators by region, 2016
(Dollars)
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Source: UNCTAD calculations, based on the World Development Indicators Database of the World Bank.
Note: The data cover sub-Saharan Africa separately from North Africa as the latter is included in the Middle
East. The cost measure is the fees levied on a 20-foot container in dollars. All fees associated with completing
the procedures to import or export goods are included, including costs for documents, administrative fees for
customs clearance and technical control, customs broker fees, terminal handling charges and inland transport
costs. The cost measure does not include tariffs or trade taxes; only official costs are recorded.
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Evidence based on surveys conducted by the International Trade Centre in 23
developing countries (13 in Africa) and LDCs in the period 2010-2013 indicates that
for manufactured products, 35 per cent of the most difficult non-tariff measures applied
by partner countries to manufacturing exports concern rules of origin and the related
documentation. The stringency or complexity of rules of origin in industry appear
much more difficult to comply with than rules of origin in agriculture (International
Trade Centre, 2015). The most frequent complaints registered on the non-tariff barriers
reporting, monitoring and eliminating mechanism of the Tripartite Free Trade Agreement
relate to rules of origin (11 per cent of filed complaints).’® For exporters, complying
with rules of origin represents an additional cost to production, and for importers,
enforcing compliance with rules of origin can exceed the capacities of weak customs
administrations.

Figure 7
Ad valorem equivalents of non-tariff measures in Africa
(Percentage)
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0 See www.tradebarriers.org.

34



Made in Africa — Rules of Origin for Enhanced Intra-African Trade

The establishment of online platforms through which businesses can register complaints
about non-tariff barriers has been a welcome development among regional economic
communities and in several countries in Africa, including Uganda, the United Republic of
Tanzania and EAC. However, while mechanisms are in place to report non-tariff barriers,
they may be ineffective or demanding, discouraging the reporting of non-tariff barriers
by the private sector (Calabrese and Mendez-Parra, 2016).

Addressing the costliness to the private sector of complying with and enforcing the
different types of rules of origin, as well as dealing with the consequences to intra-
African trade of the non-recognition and non-application of rules of origin, should be at
the core of the continent’s agenda for eliminating the trade costs of non-tariff barriers, to
ensure that the static and dynamic gains from the African Continental Free Trade Area
are fully reaped. Such gains are discussed in section 1.4.

The African Continental Free Trade Area presents opportunities for Africa, yet the
translation of such opportunities into tangible socioeconomic benefits is contingent on
the containment of a set of risks and on addressing implementation challenges (see
chapter 4).

Traditional trade theory posits that free trade areas lead to both trade creation and trade
diversion, with the former often outweighing the latter and generating, overall, a net
positive effect on economic welfare (Viner’s theory). Trade creation refers to increased
levels of trade coming from members of a free trade agreement area due to the removal
of tariff and non-tariff barriers and to better exploitation of comparative advantages,
economies of scale and productivity enhancing resource allocation. This increases
economic welfare if a trade partner is the low-cost provider in the first instance under
the most-favoured nation clause. Trade diversion occurs when trade is diverted from
more efficient third-party suppliers to the benefit of higher-cost producers under the free
trade agreement, leading to reductions in economic welfare. However, trade diversion is
not always welfare-reducing, for example, if there is a sudden cessation of imports from
third parties. Simulations by Mevel and Karingi (2012) show that the removal of tariffs,
supplemented by trade facilitation in the African Continental Free Trade Area, could lead
to trade creation effects that are stronger than trade diversion effects, with intra-African
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trade estimated to increase by 52.3 per cent or $34.6 billion in 2022, compared with a
baseline scenario of not having a free trade area. The simulations also indicate that the
real wages of unskilled workers may rise, accompanied by a slight shift in employment
from the non-industrial to the industrial sector (Mevel and Karingi, 2012).

There are also static and dynamic gains to the preferential trade liberalization
underpinning the African Continental Free Trade Area. Static gains arise from short-term
increases in economic welfare, and dynamic gains arise from competitive pressures
that lead to long-term productivity gains. Competitive pressures provide incentives to
producers to improve on their offers through innovation and technological upgrading
and to build dynamic comparative advantages to perform better than the competition.
The African Continental Free Trade Area, through preferential trade liberalization, could
generate long-term increases in consumer and economic welfare through increased
competition and faster innovation.

There will be short-term adjustment costs in the African Continental Free Trade Area, as
labour, capital and resources are reallocated across sectors, yet most studies concur
that the long-term benefits will outweigh such costs (UNCTAD, 2018f). Short-term
adjustment costs include temporary job losses among groups in the labour force that
will need to redeploy from shrinking economic sectors towards expanding sectors, in
addition to lost tariff revenues for Governments, requiring more domestic resources.
Long-term economic benefits will arise from unleashing the potential of regional value
chains to foster industrialization, promote technological sophistication, boost economic
growth and create decent jobs in the formal sector.

Some examples of potential gains from the opportunities presented by the African
Continental Free Trade Area are discussed in this section.

1.4.1 Increased competitiveness of firms in Africa and boosting of intra-African trade
and investment

The African Continental Free Trade Area is expected to provide momentum towards
the consolidation of regional economic communities and the Tripartite Free Trade
Agreement, with more communities having to align themselves to the provisions and
obligations in the Agreement Establishing the African Continental Free Trade Area.
Under the assumption that tariffs and non-tariff barriers will be reduced more quickly
for members of regional economic communities and members in Africa, compared with
non-members, such tariff and non-tariff barrier reductions should benefit intra-African
trade by giving companies in Africa a boost to their competitiveness. New markets in
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Africa will be created for African firms, as long as, inter alia, they are able to benefit from
preferential trade margins compared with foreign competitors, highlighting the crucial
role of the enforcement of rules of origin in this regard; the objectives in article 4 of
the Agreement, including those on trade facilitation measures, are met; and the Action
Plan for Boosting Intra-African Trade of the African Union is effectively implemented.
Increased intra-African trade in the short-term can have a positive effect on intra-African
investment in a range of areas, from infrastructure and services to technology. As the
gains from the African Continental Free Trade Area become more visible and tangible to
economic operators and the perceptions of long-term benefits improve, the incentives
toinvest in regional economic communities and on the continent strengthen, leading to a
mutually reinforcing relationship involving higher levels of trade and investment, coupled
with positive spillover effects on innovation and firm and industry-level productivity.

1.4.2 Improved business and investment climate that attracts foreign direct investment
and fosters linkages between foreign and local firms

The implementation of article 15 of the Agreement Establishing the African Continental
Free Trade Area and annex 4 on trade facilitation can lead to significant reductions in
the indirect and invisible costs (World Economic Forum et al., 2009) of doing business in
Africa. As tariffs and non-tariff barriers decline on the continent, there will be increased
competitive pressures on firms in Africa to compete in non-price dimensions such as
quality and differentiated marketing strategies based on branding that may involve,
for example, the use of geographical indicators of origin and voluntary sustainability
standards. The private sector may make a greater demand on Governments to improve
on the investment climate and for States to scale up support to national entrepreneurial
systems. Improvements in the business and investment climate, matched by stronger
State support for entrepreneurs, could attract a larger volume of foreign direct investment
and offer opportunities to local firms to engage in equity and non-equity forms of
investment with foreign firms. The enforcement of article 4 of annex 4, requesting parties
to promptly publish trade facilitation information on the Internet in a non-discriminatory
and easily accessible manner, and other articles of the Agreement that emphasize the
disclosure of information and transparency in guiding business transactions, can reduce
sources of uncertainty and concern for both domestic and foreign investors. This can
provide incentives for higher levels of domestic and foreign investment.

1.4.3 Economic growth and structural transformation

Regional integration can serve as a launch pad for building industrial capabilities in Africa
and intensifying African trade in manufactured goods. The advent of digitalization and
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electronic commerce and the future potential application of additive technologies such
as three-dimensional printing could transform the manufacturing and entrepreneurial
landscape in Africa, generating opportunities for the customized mass-production
of a range of consumer and intermediate goods by firms in Africa (Bolaky, 2019). If
regional economic communities implement regional industrial policies and individual
countries implement national industrial policies, supported by the implementation of the
Accelerated Industrial Development for Africa initiative by the African Union, the African
Continental Free Trade Area has the potential to act as a catalyst for manufacturing
and industrial development in Africa and to drive inclusive structural transformation.
Africa currently has the youngest population in the world. Harnessing this demographic
dividend necessitates employment and entrepreneurship strategies, underpinned by
structural transformation and the creation of marketable opportunities, which the African
Continental Free Trade Area can provide.

1.4.4 Participation of small and medium-sized enterprises in regional and global value
chains

If the African Continental Free Trade Area acts as a catalyst for industrialization on the
continent and supports the development of regional value chains in manufacturing and
agro-industry, gains can accrue to the private sector in Africa, as it taps into investment
and commercial opportunities in these sectors. The development of regional value
chains can also stimulate local entrepreneurship. Gains can accrue to SMEs in Africa,
provided their insertion into regional value chains is facilitated by targeted public policies
within SME development strategies (UNCTAD, 2018c).

African Continental Free Trade Area

— AfCFTA —

Many SMEs in Africa have low chances of survival and expansion due to a range of
constraints that affect their profitability (International Trade Centre, 2017; UNCTAD,
2018c). In the African Continental Free Trade Area, the creation of new and larger
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markets, matched by possibilities to produce at a larger scale behind preferential walls
and engage in learning by exporting, can raise the odds of survival and expansion for
SMEs, first in regional markets, then in global markets. There is empirical evidence
in favour of the view that regional integration agreements raise survival rates and the
performance of firms in export markets (Fugazza and Mclaren, 2014; Kamuganga,
2012; Turkcan K and Saygili, 2018). Participation in regional value chains can be a
stepping stone for SMEs in Africa to enter global value chains once they have built
a requisite level of competitiveness and possibly begun to operate as fully fledged
stand-alone companies trading directly with a regional and international customer
base. Electronic commerce can provide an additional development opportunity for
SMEs in Africa, if countries in Africa improve their electronic readiness. The inclusion
of negotiations on electronic commerce within the context of the African Continental
Free Trade Area could support countries in Africa in engaging in strategic and forward-
looking planning and policies to harness digitalization for augmenting the potential gains
of the African Continental Free Trade Area and creating opportunities for SMEs in Africa.

1.4.5 Development of agriculture and agribusiness and implications for rural
development

The potential for boosting intra-African trade in agriculture is substantial (UNCTAD,
2013). Intra-African trade in agriculture was 22 per cent in 2017, compared with 52 per
cent in manufacturing, and down from 24 per cent in 1995."" In addition, the range of
agricultural goods exported by Africa to the rest of the region or outside the region is
narrow (figure 8). In 2014, in the Malabo Declaration on Accelerated Agricultural Growth
and Transformation for Shared Prosperity and Improved Livelihoods, the African Union
committed to, by 2025, tripling intra-African trade in agricultural commodities and
services through, among others, the fast-tracking of the establishment of the African
Continental Free Trade Area and the transition to a continental common external tariff
scheme (African Union, 2014)."2

There are many challenges to agricultural and rural development in Africa.
Operationalization of the Agreement Establishing the African Continental Free Trade
Area, along with its annexes on investment, trade facilitation, services, technical barriers
to trade, sanitary and phytosanitary measures and rules of origin, can contribute to
agricultural development in the following four major ways: by creating larger markets for
small farmers through the removal of tariffs and non-tariff barriers; by bringing farmers
to markets through improved trade facilitation and trade connectivity (e.g. better roads,
faster transport and thinner borders); by attracting domestic and foreign investment

" UNCTAD calculations, based on the UNCTADstat database.
2 See also www.fao.org/food-loss-reduction/news/detail/en/c/250883/.
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to the sector that can provide the necessary hard infrastructure (such as rural energy,
rural water, cold storage facilities and warehousing); and by allowing the exploitation
of opportunities in agribusiness and agro-industry linked to developing national and
regional agricultural value chains whose end products are exported regionally and
globally (see chapter 3).

Implementing the goals in the Malabo Declaration, such as allocating in national budgets
at least 10 per cent of public expenditures annually to agriculture, and translating
the African Agribusiness and Agro-industry Development Initiative into action will be
important complementary measures to harnessing the African Continental Free Trade
Area as a driver of agricultural transformation for the continent.
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Figure 8

Top 40 intra-African agricultural-exports, 2014-2016
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1.4.6 Unleashed potential of the services sector

The services sector has a critical role to play in the structural transformation of the
region, as a high value added standalone sector of its own (including in information and
communications technology, energy, financial services and tourism) or as an intermediate
sector facilitating the transformations of the industrial and agriculture sectors in Africa.

Intra-African trade in services is estimated to be low, and the services sector in Africa
tends to be dominated by low value added and informal transactions, and does not exhibit
or encompass sufficient levels of competitiveness, sophistication and efficiency to act
as a backbone of economic activity for industry and agriculture, with the exception of a
few subsectors in a few countries (International Trade Centre, 2017; UNCTAD, 2015b).
Services should be the oil that greases the wheels of economies during transformative
growth when it comes to facilitating transport and transit, providing efficient and rapid
logistics, supplying reliable and affordable infrastructure services in energy, water and
telecommunications and easing access to credit and finance for enterprises (UNCTAD,
2015b). The creation of a continental market could provide to services suppliers the
scale of operations and the long-term finance they need to boost competitiveness in
services provision and, in turn, contribute to improving trade facilitation on the continent
and strengthening the gains from the African Continental Free Trade Area stemming
from increased trade in goods.

1.4.7 Informal cross-border trade, gender implications and reduced illicit trade

Informality in economic transactions is prevalent in Africa. Informal trade is estimated to
account for up to 30 to 40 per cent of regional trade in Africa. Informal cross-border trade
in Africa can contribute up to 43 per cent of incomes in the region according to some
estimates, and much of this involves women trading on a small scale, with the long-term
impact on developmental outcomes unclear (Brenton and Soprano, 2018). A potential
cost of informality lies in the fact that it undermines the effective operationalization of
public and trade policies and the delivery of their goals, since economic agents operate
outside of formal structures. Informal businesses and informal cross-border trade prevail
for a range of reasons, including the lack of job and trade-related opportunities in the
formal sector, as well as the prohibitive costs of operating in the formal sector.

The deepening of regional integration, to the extent that it can gradually provide more
opportunities in the formal sector, in terms of jobs, entrepreneurship and trade, by
accelerating transformative growth and the development of supply chains in several
sectors, can contribute to the gradual reduction of vulnerability in employment, including
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among women and youth and, in the medium term, reduce the incentives to engage
in informal trade and informal business transactions. Supporting informal traders in
formalizing their trade matters for regional integration in Africa, as such a transition
provides Governments with much needed tax revenues that can be used to finance
regional integration programmes and compensate for lost tariff revenues under tariff
liberalization.

Besides affecting domestic resource mobilization, regional integration can also have an
impact on the levels of illicit trade and illicit financial flows in Africa. As regional integration
accelerates and increases the returns on investment in licit activities in formal sectors, in
which investors can have access to a range of tax breaks, State support and recourse
to the judicial system in the event of disputes, the incentives to engage in unlawful
activities are reduced. In other words, regional integration, by generating benefits and
by opening up investment and trade opportunities, increases the returns to investors in
retaining and reinvesting their profits in Africa.

1.4.8 Political stability and peace that can strengthen economic gains

Regional integration and regional trade tend to provide member countries with a
common vision and set them on a common journey, whereby their economic interests
are intertwined and contribute to the maintenance of regional peace and stability.
By increasing the dependence of members on each other for trade and economic
development, regional integration increases the cost of conflicts for member countries.
Economic and political forces have the potential to become complements rather than
substitutes, although the mechanisms underpinning this are often subtle.

Many factors can affect the degree and rate of implementation of the Agreement
Establishing the African Continental Free Trade Area, including political economy factors
that will impinge on the distribution of costs and benefits across countries, sectors
and economic actors; success rates in implementing the complementary measures
and initiatives that should underpin the African Continental Free Trade Area; global
economic conditions; third-party arrangements entered into by countries in Africa such
as the economic partnership agreements; the interface between regional economic
communities and the African Continental Free Trade Area; and the sequencing,
coherence and timing of areas of negotiation among regional economic communities
and the African Continental Free Trade Area.
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Whether countries and firms in Africa decide to utilize the preferential tariff and non-
tariff preferences to which they are entitled in the African Continental Free Trade Area
depends on the expected costs and benefits of doing so, and rules of origin are a critical
determinant of these costs and benefits.

If rules of origin in the African Continental Free Trade Area are too costly to be implemented
by firms in Africa relative to the expected benefits or to the expected net benefits under
third-party arrangements, firms will find it optimal to forgo utilizing preferences in the
African Continental Free Trade Area. No matter how low preferential tariffs may be for
firms in Africa under the Agreement compared with under other arrangements, the gains
associated from such trade liberalization will be null and void unless the preferences are
utilized. Rules of origin have a direct impact on the uptake of preferences and the rate
of preference utilization.

Rules of origin in the African Continental Free Trade Area must be designed such that
a sufficiently large number of firms in Africa utilize the tariff and non-tariff preferences
to enter and participate in regional value chains and become active actors in the
industrialization process in Africa. In addition, rules of origin perform the same role as
local content requirements in the production of final goods and directly affect the range
of local intermediate goods that are necessary to finalize the production of a given good.
The wider the range of intermediate goods to be sourced from within Africa, the wider
the possibilities for more firms in Africa to participate as suppliers and for countries in
Africa to engage in manufacturing, technological upgrading and economic and export
diversification and the larger, in principle, the expected gains to beneficiaries in Africa.
However, locally made intermediate goods need to be as cost competitive as those that
can be sourced from outside the African Continental Free Trade Area. Therefore, there is
a need for complementary measures to improve on the business environment in Africa
and accelerate business and trade facilitation reforms. For example, evidence from the
implementation of the North American Free Trade Agreement shows that rules of origin
contributed to lowering the amount of imports of intermediate goods from third parties
(Conconi et al., 2018).

The nature of rules of origin, that is, how they are designed and their requirements
and procedures, and the associated compliance costs, affect export performances and
more. Depending on how rules of origin are specified, they can, “to varying degrees,
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restrict trade, misdirect investment, inhibit productivity growth and reduce welfare from
levels otherwise attainable” (Gretton and Gali, 2005). Research comparing the different
effects of different types of rules of origin shows that differences in product-specific
rules of origin affect increases in export volumes (see chapter 3). For example, the
more flexible rules of origin under the African Growth and Opportunity Act of the United
States (requiring single transformation) have been found to stimulate exports from LDCs
in Africa more so than do the restrictive rules of origin under the Everything but Arms
initiative of the European Union (requiring double transformation) (De Melo and Portugal-
Pérez, 2013; De Melo and Tsikata, 2015). Based on a gravity model for 155 countries
and about 100 preferential trade agreements, Estevadeordal and Suominen (2005) find
evidence that preferential trade agreements that have restrictive rules of origin tend to
depress aggregate trade flows; regime-wide rules of origin that allow for flexibility in the
application of product-specific rules of origin facilitate trade; restrictive rules of origin in
final goods encourage trade in intermediate goods; and the negative effects of stringent
product-specific rules of origin dissipate over time.

Making rules of origin too restrictive or administratively complex for eligibility for a trade
preference increases compliance costs, even more so if domestic supplies are not as
cost competitive as supplies from outside a free trade area. In extreme cases, firms
may prefer to eschew preferential trade agreements altogether and trade on a most-
favoured nation basis. If rules of origin are too flexible, the benefits decline in terms
of domestic value added creation and domestic participation in regional value chains.
There is a trade-off between increasing benefits to a region, in terms of stimulating
regional production and trade by applying more stringent domestic requirements in
rules of origin; and increasing costs, through the potential misallocation of resources
by deviating sourcing from less expensive suppliers outside a free trade area. If rules
of origin are too strict, the benefits to regional producers of lower tariffs may be offset
by the higher costs of meeting rules of origin requirements. In addition, complex and
stringent rules of origin require capable customs officials and administrative systems
that can enforce them. Finally, countries in Africa suffer from a missing middle problem,
meaning that a high number of SMEs coexist with a few large and more productive
firms (UNCTAD, 2018c), and the costs for SMEs of compliance with rules of origin
requirements must be given due attention when framing policies on developing regional
value chains in Africa.

Rules of origin negotiations have at times involved a clash between two contrasting
and at times dogmatic views. On the one hand, some economists argue that rules of
origin should not be used as a protectionist or industrial policy tool, altered to support
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the development of linkages between upstream and downstream producers. They
should be confined to the simple role of authenticating the origin of goods and not be
ascribed a developmental role, as this undermines overall efficiency and distorts trade.
This approach largely neglects the dynamic effects that rules of origin may have on
the emergence of new productive activities and more integrated regional production
networks. On the other hand, rules of origin negotiations have often departed from
orthodox economic stances, showing the lack of progress in rules of origin convergence,
and typically been inundated by lobbying and protectionist pressures. In this context,
the risk of regulatory capture is exacerbated by the increasingly technical and often
opaque nature of rules of origin negotiations, as well as by well-known asymmetric
information problems, with results that might derail well-intentioned efforts to deepen
regional integration and enhance the development of productive capacities.

In departing from both of these extreme views, this report argues that the best way
to approach this dilemma is to leverage the African Continental Free Trade Area as an
opportunity to enhance the consistency of trade policy with industrial policy objectives
and the continent’s transformation agenda. With regard to rules of origin, as with other
elements of the negotiations with regard to the African Continental Free Trade Area,
dynamic processes of learning by doing and the progressive acquisition of technological
capabilities, political economy factors and distributional concerns all matter in ensuring
long-term economic viability. In this regard, rules of origin can have a functional role to
play in stimulating and shaping the development of regional value chains in Africa; static
economic efficiency is not enough. However, rules of origin are not an industrial policy
tool, and should not be crafted as such, nor should they be used as a protectionist tool
to build non-tariff barriers around regional suppliers.

A key question concerns how restrictive and stringent or how flexible rules of origin
should be, and the answer must come from an in-depth knowledge of sectoral
dynamics, a thorough understanding of the African Continental Free Trade Area process
and a strategic assessment of the positioning of the free trade area in the context of the
developmental and industrialization strategy of Africa.

Rules of origin must be flexible enough, especially at the beginning, to allow countries
in Africa with weak supply capacities to take up trade preferences, benefit from trade
liberalization and start building capabilities and competitiveness in domestic production,
to participate in regional value chains. Rules of origin may become gradually more
restrictive and stringent, increasing the content requirements for domestic processing,
as the region continues to improve both productive capacities and competitiveness.
Countries in Africa may pursue a gradual, incremental approach in terms of flexibilities
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for weaker economies, graduating towards increasing the stringency and complexity of
rules of origin as regional value chain-based industrialization develops on the continent.
Changes to the rules of origin regime should also be based on evidence gathered on
the impact of rules of origin on industrial capabilities in Africa. This requires instituting
a set of guiding principles or best practices to govern the design of rules of origin,
developing indicators to measure the degree of restrictiveness or flexibility of rules of
origin and establishing a monitoring and evaluation system to assess the effectiveness
of the current rules of origin regime. The implication of rules of origin on the work of
customs authorities who must verify and enforce them is critical and capacity-building
programmes for customs authorities in Africa are needed, in addition to platforms
that facilitate speedy, automatic and transparent exchanges of information among all
customs authorities in Africa.

The African Continental Free Trade Area should adopt rules of origin that are simple
(in the sense of being clear and understandable), transparent, predictable and trade-
facilitating for businesses and trade operators, as well as stable in the short to medium
terms yet evolutive in the longer term to allow for adjustments to changes in the business
environment, while remaining context, industry and sector-specific, and aimed at making
the best use of existing technologies (see chapters 2 and 4). Both the contents of rules
of origin and their administration matter in determining the net benefits of compliance
to parties. The framing of procedural requirements for complying with rules of origin
should be given proper attention, in addition to design considerations, and should
involve consultations with the private sector. For example, the International Convention
on the Simplification and Harmonization of Customs Procedures, 1974, revised 1999
(Kyoto Convention) emphasizes the importance of the application of simple yet efficient
procedures.

The building of a restrictiveness index on rules of origin for all regional economic
communities in Africa and the African Continental Free Trade Area could help coordinate
and ensure convergence among rules of origin requirements under the various regional
integration arrangements on the continent, to ease the burden on customs and firms
in Africa, with a view to boosting intra-African, intra-regional economic community
and inter-regional economic community trade. These issues are further addressed in
chapter 2.
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The degree of complexity and restrictiveness in rules of origin should consider the levels
of product diversification, sophistication and competitiveness in member countries; too
restrictive and complex rules of origin at low levels of regional productive capacities can
provide incentives to member countries to trade outside the African Continental Free
Trade Area rather than within. Such incentives may be greater for small and/or low-
income countries such as LDGCs, in which productive capacities and competitiveness
levels may be lower.

The nature of rules of origin, that is, how they are designed and their req