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Abstract

he Southern African Customs Union

(SACU)-Botswana, Lesotho, Namibia,
South Africa and Swaziland-has been
renegotiated to take account of the new socio-
political environment in the region following the
demise of apartheid. After eight years of
negotiations a new Agreement was signed in
Octaober 2002. From its origins in 1910 SACU
has been characterized by striking asymmetries
in policies, leves of development and
administrative capacity. In this paper, we outline
the main characterigtics of the 2002 Agreement
and assess whether it meets the negotiators
original objectives. The 2002 Agreement clearly
addresses the main criticisms of the 1969
Agreement by promoting shared decision-
making and alowing for a new revenue sharing
arrangement that seeks to support fisca stability.
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The varying levels of trade policy capacity along
with policy divergences between the members
present new challenges. Moreover, the exclusion
of Services, Intellectual Property Rights and the
Singapore issues gives the 2002 Agreement a
somewhat jaded appearance. Nevertheless, the
reconstituted SACU could form the core of a
larger regional customs union that would
facilitate a realignment of the existing regional
organizations. This will depend on the ongoing
trade negotiations with both the EU and the
United States. Moves towards NorthSouth Free
Trade Agreements will put pressure on SACU to
address the excluded ‘new’ issues as well asthe
need to reduce cross border transaction costs in
order to redlize the benefits from economic

cooperation.
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1. INTRODUCTION

After eight years of negotiations the Heads of State from South Africa, Botswana,
Namibia, Lesotho and Swaziland signed a new Southern African Custom Union (SACU)
Agreement on 21 October 2002. The new Agreement represents an important element in the
reshaping of the Southern African region following the demise of Apartheid in South Africa. It
seeks to entrench a democratic approach to trade policy while minimizing revenue instability
during a period of declining tariffs.

Throughout its history SACU has been characterized by severe divergences in policies,
levels of development, political systems, and administrative capacity. Notwithstanding these
digparities it managed, through extremely fraught political circumstances, to maintain virtualy
free internal trade behind a high common externa tariff, while alowing for large revenue
payments to the smaller members.

These unigue political and economic circumstances influenced the characteristics of the
SACU. Indeed, the 1969 Agreement reflected both the dominance of South Africa during its
period of isolation, and the revenue concerns of the landlocked countries of Botswana, Lesotho
and Swaziland (BLS) following their independence from the United Kingdom. South Africa
accounts for more than 90 per cent of total SACU GDP and assumed absolute discretion over
externa trade policy. This was acceptable for as long as the smaler member countries
considered the customs union a vehicle for the collection and distribution of customs and excise
revenues, and to a lesser extent for facilitating imports. Whilst the possible costs of the customs
union were recognized, calls for reform were muted by the increasing magnitude of the revenue
transfers.

The democratic transition in South Africa provided an opportunity to comprehensively
renegotiate the customs union. These negotiations re-opened long standing policy debates,
including the extent of trade diversion in SACU and its impact on the development of the lesser-
developed members. There was also some optimism that the changed political terrain might
enable deeper economic cooperation and regiona integration in SACU. But revenue issues
remained of foremost concern, with all parties looking to stabilize future payments and receipts.

Rapid changes within both the regiona and multilateral environments posed new
challenges for SACU that had to be reflected in the Agreement. These included the
implementation of a free trade agreement within the Southern African Development Community
(SADC)?, the negotiations for a reciprocal trade agreement with the EU, ongoing WTO
negotiations and plans to conclude an FTA between SACU and the USA.

Againsgt this background and weighed down by historical baggage, SACU negotiators
crafted a new Agreement. How will the new Agreement work for the Members given the
changed regional and international environment? Does the new Agreement meet the expectations
of the origina negotiators who set out to redress the negative aspects of the 1969 Agreement?

YIn September 2000, Eleven Member States within SADC (Botswana, Lesotho, Namibia, Swa ziland, South Africa,
Malawi, Mauritius, Mozambique, Tanzania, Zambia and Zimbabwe) began to implement a Free Trade Area.



Sections Il and 1l present a brief overview of the history and key economic characteristics of
SACU. Section IV highlights the main features and ‘problems of the 1969 Agreement and
Section V' outlines the characteristics of the new Agreement. Finally Sections VI and VII assess
the extent to which the new Agreement may impact on the development and external trade
relations of al the Members.

2. ABRIEF HISTORY OF SACU

The Southern African Customs Union (SACU) dates back to June 29 1910, when South
Africa, Basutoland, Swaziland and Bechuanaland signed at Potchefstroom. Only Britain and
South Africa were involved in the 1910 negotiations®. This Agreement lasted until the British
Protectorates received Independence in the mid 1960s. It was then renegotiated with the
apartheid government, culminating in the 1969 Agreement.

The 1969 Agreement has attracted widespread attention from economists and political
commentators since it effectively ensured that throughout the sanctions period three frontline
states (Botswana, Lesotho and Swaziland) continued to depend on South Africa for their imports
and to a lesser extent their exports. The agreement also included a revenue sharing formula for
the division of customs and excise revenue collected in the union and the BLS received a
significant proportion of their government revenue through this formula

When Namibia became independent in 1990 it became a SACU member in its own right”.
However, by then, it was evident that the 1969 Agreement had almost run its course. Tarnished
by its connection to the apartheid regime it was apparent that the Agreement would be reviewed
as soon as political circumstances in South Africa permittec®. This process began prior to the
first democratic elections in South Africaa.  The National Ingtitute of Economic Policy in
collaboration with the ANC’'s Department of Economics organized a Workshop on SACU in
Botswana (6-8 March 1994) aimed at ‘informing the democratic movement...[in the RSA]... and
other parties on issues relating to SACU, including the identification of negotiable points®’.

Againgt this background the smaller Members of SACU expected that upon the formation
of the first South African government of national unity in April 1994, negotiations would begin
for a new reconstituted and democratized SACU. On 11 November 1994, in Pretoria, SACU

2 S.J Etti nger, The Economics of the Customs Union between Botswana, Lesotho, Swaziland and South Africa,
University of Michigan, Ph.D., 1974. p.59 Indeed Lord Gladstone as Governor of the Union of South Africa and
High Commissioner for the three protectorates had only to agree with himself and then sign the Agreement four
times.

% Ibid pp 99-108 provides an account of the negotiations leading up to the 1969 Agreement. In their original request
the BLS requested, inter alia, ‘specific and extensive rights of consultation on all changes affecting BL'S, including
tariff revisions'. p.100.

* No negotiations were involved since South Africa had previously treated South West Africa/Namibia as ade facto
Member of SACU.

® The BL S attempted to initiate a series of negotiations in the late 1980’ s to address a number of problems with the
application of the 1969 Agreement, but in 1992 South Africa quashed all negotiations pending the outcome of
domestic constitutional negotiations.

® Reconstituti ng and Democratising The Southern African Customs Union: Report of the Workshop held in
Gaborone, Botswana, March 1994, Max Sisulu, Morley Nkosi, Bethuel Setai and Rosalind Thomas, Eds., NIEP,
1994,



Ministers agreed to launch negotiations for a new SACU. After dmost 8 years of ‘on-off’
negotiations, in October 2001, agreement was reached on a new revenue sharing formula and the
new institutional dispensation. Negotiations to finalize the text of the new Agreement continued
and culminated in the signing of a new Agreement in October 2002. The new Agreement is
expected to enter into effect in 2003 once ratified by al the Member States.

3. KEY CHARACTERISTICS OF THE ECONOMIESOF SACU

The five Members of the SACU have close economic relations going back over a
century. Four 7 of the Members also form part of a monetary union. The defining characteristic of
the SACU is the economic dominance of South Africa in contrast to the size of the other four
members. The BLNS (Botswana, Lesotho, Namibia and Swaziland) depend heavily on South
Africa for a significant proportion of their trade, investment and in some cases (migrant)
employment.

South African companies dominate the business landscape in the BLNS. The BLNS aso
source most of their imports from South Africa, although their exports are more geographically
diverse. Moreover, the commodity pattern of South Africas exports to the BLNS differs
significantly from its exports to the rest of the world. Whereas South Africa continues to export
predominantly resource-based goods, the BLNS represent a significant market for South African
consumer goods and services.

Notwithstanding the economic and geographic closeness of the BLNS to South Africa,
and the fact that they share a common trade and (to a lesser extent) industrial policy, the
performance and management of the smaller SACU economies differs markedly from each other
and South Africa. The essential economic characteristics of the member countries are shown in
Teble 1.

While the BLNS are dwarfed by South Africa in terms of economic and population size, they
have experienced higher growth rates and in the case of Botswana, have a higher level of GDP
per capita. Over the past two decades Botswana has experienced much higher growth rates than
al other member states (and most of the world) based on the successful exploitation of its
diamond reserves. The mining industry dominates the economy, accounting for over 30 per cent
of GDP, athough its share is declining as trade, financial and government services expand.
Manufacturing accounts for less than 5 per cent of GDP.

Lesotho remains one of the poorest economies in the world with a GDP per capita of less than
$500 in 2000. It is heavily dependent on remittances from migrants working in South African
mines, though the numbers employed have declined over the past decade. The magnitude of
these remittances is reflected in a GNP per capita exceeding GDP per capita, although with the
decline in migrant labor the gap has narrowed significantly over the past decade. The past three

" The Common Monetary Areaincludes South Africa, Lesotho, Namibia and Swaziland. Botswana withdrew from
its predecessor the Rand Monetary Areain 1974.



years has witnessed considerable private sector investment in textiles and clothing aimed at
exporting to the United States under AGOA preferences’.

Swaziland is predominantly an agricultural economy and about 60% of the population are
employed in this sector. Sugar production and processing is the largest single industry, though
the country also has large forestry reserves. Other export commodities include coal, asbestos,
cotton and diamonds. The manufacturing sector grew strongly during South Africa’s economic
isolation in the 1980's but many of these strategic investments have since relocated to South
Africa. In the past two years Swaziland has experienced investment from Taiwan aimed at
supplying clothing to the US using the AGOA preferences.

Namibia joined SACU at Independence in 1990. Although large geographically, much of
the country is desert and the economy is dominated by mining, fishing and ranching. Diamonds
congtitute almost half of the country’s total exports, but most Namibians are employed in
commercial or subsistence agriculture.  Future growth is expected to come from manufacturing
and Namibia has aso benefited from AGOA preferences on clothing and textiles.

The South African economy is also based on the extraction and beneficiation of natural
resources, but is much more diversified than any of the BLNS. Mining and agriculture constitute
arelatively small share of total GDP and exports are dominated by mineral, metal and agriculture
products. Manufacturing growth has been outstripped by the services sector, which now
represents more than 60% of GDP.

Table 1: SACU Countries Basic Data: 2000

Country Population GDP GDP per capita$ | Av. Growth Rate
($ million) ($Billion) 1990 - 2000
Botswana 1.7 5.65 3,424 4.8
Lesotho 2.16 0.88 407 4.2
Namibia 176 347 2,006 4.2
South Africa 438 125.6 2,864 1.7
Swaziland 1.0 128 1,308 3.4
SACU 50.42 136.88 2,715 1.9°

Source: IMF Annual Financial Statistics, 2001/2002 and Wor|d Bank African Development Indicators, 2002.

Different macroeconomic conditions are also reflected in the financial management of the
BLNS. Botswana has pursued a conservative fiscal policy and has shown a budget surplus for
most of the previous 20 years. Although rising income from offshore investments have reduced
its dependence on SACU revenues, they remain significant at around 13 per cent of total
government revenue. Lesotho, Swaziland and Namibia on the other hand regularly record budget

8 Under the African Growth and Opportunity Act (2000) eligible African economies qualify for duty free access to
the United States for most products. For a limited period, AGOA rules of origin on clothing are more lenient for
exports from less developed African economies, including Swaziland and Lesotho. Producers in these countries can
use fabric from third countries. An amendment to AGOA in 2002 extended less developed status to Namibia and
Botswana.

° Weighted by 2000 GDP



deficits and remain dependent on SACU revenue for between 30 and 60 per cent of tota
government income.

The high level of dependence of the smaller SACU member countries on South Africais
therefore reinforced by the revenue sharing arrangement. Over the last few decades the
payments of customs and excise revenues made by South Africa to the BLNS as a proportion of
the total SACU customs and excise revenue has increased. Table 2 shows the extent to which
the BLNS rely on the revenue sharing formula for a significant share of total budget revenues.

Table 2: SACU Revenue Paymentsunder the current RSF, 2001/02

Botswana Lesotho Namibia | Swaziland South Africa
(residual)
SACU Payment (R million) 2,622 1,438 2,641 1,503 9,897
% of Total Revenue Pool 145 7.9 14.6 8.3 54.7
% of total Government 12.8 51.0 304 54.1 3.9
Revenue (excl. Grants)

Source: Derived from Customs Union Commission Reports

Note: From 1980/1981 — 1989/1990 South Africa received an average of 80.2 per cent of the CRP. Year ending
March 31%.

4. THE 1969 SACU AGREEMENT

There is a wide literature outlining the operation of the 1969 SACU Agreement™®.
Initially the 1969 Agreement was considered a satisfactory deal by al signatories. It kept the
BLS markets open for South African consumer products and provided a guaranteed source of
revenue for the smaller member countries™*. For differing reasons, the BLS and South Africa
were aso content for the South African Board of Tariffs and Industry to make recommendations
on external trade policy. As the largest and most industrialized country in the union South
Africa believed it important to retain control over tariff decisions. On the other hand, the
economies of the newly independent BLS were largely rura based and they lacked technical and
administrative capacity.

With the passage of time al members of SACU came to consider the Agreement
seriously flawed'?. Although there had been numerous discussions on the 1969 Agreement prior
to 1994, these lacked serious commitment from South Africa and were largely aimedat resolving
technical aspects of the 1969 Agreement. The renegotiation of the agreement in its entirety only
began in November 1994 and was eventually concluded 8 years later.

The main weakness of the 1969 SACU Agreement was the absence of joint decision
making. The 1969 SACU Agreement provided for South Africa alone to determine the externa
tariff policy of the customs union: all changes to customs tariffs, rebates, anti-dumping and

9 For a summary through to 1990 refer, The Dependent Economy: Lesotho and the Southern African Customs
Union, Mats Lundahl and Lennart Petersson, Westview Press, 1991.

1 Which enabled the BLS to eliminate their dependence on income transfers from the United Kingdom for
balancing their budget.

121 undahl and Petersson (1991) and Mayer and Zarenda (1994).



countervailing duties were effected by the South African Minister of Trade upon the
recommendation of the South African Board of Tariffs and Trade. Excise policy was determined
the South African Minister of Finance™®. SACU itself was administered on a part-time basis by
annual meetings of the Customs Union Commission and there were no effective procedures to
ensure compliance or to resolve disputes.

Given the asymmetry in decision making the Common External Tariff and related trade
policies were set to protect or promote South African producers with no consideration of the
developmental interests of the BLNS. Attempts to develop new industries in the BLNS that
competed with established South African interests were constrained by a host of nontariff
bariers'* and the BLNS were unable to address issues of predatory pricing and unfair
competition by conglomerates located in South Africa. Moreover, preferentia trade agreements
en;erel(g into by South Africa with Third Parties compromised the integrity of the customs
union™.

The aspect of the 1969 Agreement that has received most attention is the Revenue
Sharing Formula (RSF) designed to distribute the Common Revenue Pool (CRP) between the
Members of SACU. The SACU RSF is unique in a number of ways, most notably because it
applies to just four of the five member countries!®.  South Africa receives the net amount of
customs and excise duties collected after payment has been made to the BLNS. The 1969 RSF
was amended in 1976 with the inclusion of a ‘stabilization factor’ that requires that the BLNS
receive at least 17 per cert and at most 23 per cent of the value of their c.i.f. imports (from all
sources) plus excisable production inclusive of excise duties. In so doing SACU effectively
adopted a “target-rate” of 17% (Walters 1989) and this floor has applied since 1980.

The RSF, with the stabilization factor, provided an arrangement for allocating tariff
revenue to the BLNS that was unrelated to trade policy. Consequently it could not be expected to
reflect the welfare and distributional costs (the so-called priceraising effect), which would
change over time with tariff adjustments, and the changing commodity composition of trade.
During the 1980's and early 1990's the target-rate amost certainly underestimated the price
raising effect (see Guma 1990 and Maxwell Stamp 1994 — noted below). However, with the
remova of import surcharges, the reduction of tariffs and the abolishment of quantitative
restrictions, the stabilization factor of 17 per cent began to exceed the price raising effect. Over
the latter haf of the 1990 s the payments to the BLNS accelerated to around 50% of the total
pool (authors estimates indicate that the payment to the BLNS would have reached around 80%
of the total pool by 2011). This heightened concerns regarding the long-term sustainability of the
formula.

Another unusual feature of the 1969 RSF is the inclusion of excise duties. Although
excise duties can be used to discriminate against imports, they are fundamentally a domestic tax

13 The Agreement did require consultation on excise changes but these seldom took place and the BLNS usually
learned of changesto SACU excise rates during the delivery of the South African National Budget.

14 For example, in the late 1970's and early 1980's a firm assembling televisions in Lesotho and a fertilizer plant in
Swaziland found it impossible to meet South African Standards and eventually closed down.

5 Most notably South Africa s bilateral agreements with Zimbabwe and Mal awi.

18 For amore complete description of the 1969 formularefer to Lundahl & Petersson (1991).



and are generally excluded from customs union payment regimes. The 1910 Agreement did not
include excise duties, however, in an exchange of notes between the parties excise duties, surtax
revenue from cigarettes and all other excise duties (except spirits and beer) were included in the
revenue pool from 1911 and 1913 respectively. The 1969 Agreement explicitly provided for
common excise rates and introduced excise duties in the revenue sharing arrangement.

Perhaps the most controversial and misunderstood aspect of the 1969 Agreement is that
cash payments to the BLNS from the CRP lag accruals by up to two years. the so-called ‘two
year lag'. In 1969/70 (and again in 1970/71), payments to the BLNS were calculated from the
most recent data available i.e. 1968/69. This was a one-off arrangement to alow for the
immediate implementation of the new revenue sharing formula. No attempt was made to add-in
the expected change in imports and consumption between the year from which data was
available (1968/69) and the year of the payment (1969/70 and 1970/71). Instead, adjustmert
payments were made in later years to reflect this estimation error and subsequent data errors. Put
more ssimply, for the duration of the 1969 Agreement the BLNS received payments in year n on
the basis of trade and consumption data from year n2. Thereis no two-year delay in payment,
though the real value of the payment is partially reduced by the effect of inflation and the non
payment of interest on the value of the estimation error only.

5. THE NEW SACU AGREEMENT

The new SACU Agreement is more comprehensive than the earlier Agreement and
contains 51 Articles. This represents a significant enlargement of the scope of the 1969
Agreement, which contained just 22 Articles and a Secret Memorandum of Understanding
(which only spread into the public domain in the early 1990s). The new Agreement encompasses
three main areas, governance and administration; economic policy and regulatory issues;, and
revenue sharing. Its stated objectives include:

» To promote the integration of the Members into the global economy;
» Thefacilitation of cross-border movement of goods between the Members,

» The establishment of effective, transparent and democratic institutions which will ensure
equitable trade benefits to the Members,

= To facilitate the equitable sharing of revenue from customs, excise and additional duties;

= To promote fair competition, substantially increase investment and facilitate economic
development; and

» To facilitate the development of common policies and strategies.

Institutional Arrangements

The new Agreement provides for the establishment of an independent, full-time but
administrative secretariat to manage the affairs of SACU, to be located in Namibia. The South
African Board of Tariffs and Trade (BTT) will be replaced by a ‘SACU Tariff Board’, which
will consist of a panel of professionals appointed (each Member State will nominate a candidate)
to consider al changes to the common external tariff. All recommendations emanating from the



Tariff Board must be ratified by the SACU ‘Council of Ministers, which will consist of one
Minister from each member state. The Council will be supported and advised by a Customs
Union Commission, made-up of senior SACU civil servants, and an independent but ad-hoc
Tribunal to arbitrate on any disputes. Decisions of the Council and al other SACU ingtitutions
will be made on the basis of consensus.

Critically, all technical work is subjugated to ‘nationa bodies’ to be established by each
member state. Thus the South African BTT will remain (albeit under a new name) and will have
a national rather than a SACU mandate. The BLNS will aso develop nationa level bodies or
departments (or may just appoint officials) to conduct tariff and trade remedy investigations and
make recommendations to the SACU Tariff Board. This could prove a magjor challenge for the
BLNS, none of which have experience or expertise in this area.

Economic Policy |ssues

Under the new SACU externa trade policy will be agreed jointly by the Council of
Ministers. But the BLNS had to accept the existing tariff policy of the SACU as a starting point.
Future changes in policy will be determined jointly with each Minister receiving advice from his
own officials.

The new Agreement permits national protection for infant industries in the BLNS but not
in South Africa. Under this Article the BLNS can impose duties on imports from South Africa
provided the same duties are aso imposed on imports from the rest of the world. An infant
industry is defined as an activity that has not been located in the BLNS for more than 8 years,
and this protection is aso limited to 8 years'’. The Council of Ministers may impose additional
conditions, which are not specified. This Article replicates a similar loophole that was contained
in the 1969 Agreement. During the period 1969-2000 Swaziland and Botswana used this
loophole on occasion and recently Namibia granted additional protection to a pasta
manufacturer. The use of the infant industry clause imposes costs on domestic consumers,
reduces the SACU revenue due to government and provides for substantial levels of effective
protection to the infant.

It was necessary to retain an Article addressing Agricultural Marketing arrangements as
several of the BLNS economies continue to retain single marketing channels. Under the 1969
Agreement this Article had been used to justify closing markets within SACU to protect
domestic agricultural producers. The new Article (29) explicitly allows for each Member State to
impose marketing regulations for agricultural products *...providing such marketing regulations
shall not restrict the free trade of agricultural products between Member States, except as defined
below.” The loophole includes both emergent agriculture and related agro-industries and ‘any
other purposes as agreed upon between Member States’, and consequently provides for the
continuance of restrictions on agricultural trade within the SACU.

The earlier Agreement contained no reference to either Technical Barriers to Trade
(TBT) or to Sanitary and Phyto-Sanitary (SPS) Measures. The new Agreement contains two

Y This requirement allows for the a country to grant protection to a new entrant even though there may be firms
already in the sector, aslong as existing firms are | ess than eight years old.



articles. Article 28 on TBT explicitly references the WTO Agreement on Technical Barriers to
Trade and seeks that ‘Member States shall strive to harmonize product standards and technical
regulations within the Common Customs Area. The Article on SPS (30) simply urges
consultation and notes that Member States reserve the right to apply SPS measures in accordance
with their national SPS laws and international standards.

The Agreement provides for common policies in industry, agriculture, competition, and
unfair trade practices. These all remain hortatory with no attached annexes. In each case it is
understood that the existing policies will remain in place pending development and agreement on
new common policies and strategies. The development of common policies will remain the
responsibility of Member States rather than the new Secretariat. The divergent levels of capacity
between Member States will have implications for future SACU policy developments and the
Secretariat may be drawn into policy analysis work.

The New Revenue Sharing Formula

The new formula will apply to al members and will be limited by the size of the customs
and excise duty pools. The formula was developed with the aim of providing a degree of revenue
security to the BLNS. It was recognized that redl tariff revenueis likely to decline over time — by
including excise duties it became possible to ensure greater revenue stability and arrange for
revenue transfers to the lesser-developed Members®®.

The new SACU Revenue Sharing Formula deals with customs and excise revenues
separately and explicitly through two distinct components (refer to Annex A for an analytic
exposition of the new formula). Total customs revenues collected will be distributed according
to each country’s share of total intra-SACU imports'®. Country’s that import most from within
the union will receive the largest share of the customs pool, thereby providing implicit
compensation for the “cost-raising” and “polarization” effects of the customs union. In theory,
this may aso encourage trade diversion within the customs union. By focusing on intra-SACU
trade, no consideration is given to the price-raising effects arising from extra-SACU imports.
The distribution of the customs component by intra-SACU trade is shown in Table 3.

Table 3: Thedistribution of the customs component

R million Botswana Lesotho Namibia Swaziland South Africa
Intra-SACU 9,769 4914 9,137 5,366 7,520
imports (1998/99)

Share of customs 27% 13% 25% 15% 20%
component

Source: Customs Union Commission Reports and Submissions by Member Statesto the CUTT

181n 2002/03 customs duties accounted for 50% of the SACU Revenue Pool.

19 Re-exports were explicitly excluded under the 1969 Agreement, however, in practice they are very difficult to
identify since they have to be classified as temporary imports. Re-exports arising from bulk purchase by wholesalers
and retailers cannot be easily identified and are not considered explicitly in the new formula. For example, it is not
uncommon for vegetables to be exported to South Africa and then re-exported back by aretail chain store.



Excise revenues will be distributed on the basis of each country’s share of total SACU GDP —a
proxy for the value of excisable goods consumed. South Africa, as the largest economy in

SACU, can expect to retain around 80% of total excise revenue collected (assuming 15% is
allocated to the development component). This is shown in Table 4.

Table 4: Distribution of the excise component

R million Botswana L esotho Namibia Swaziland South Africa
GDP (1998) 28,500 4,921 16,826 7,081 740,581
Share of excise®® 4% 1% ) 1% 93%
component

Source: Submissions by Member Statesto the CUTT

The new formula also provides for the creation of a development component, to be set as
afixed percentage of the excise pool (initially 15%). This arrangement differs markedly from
the development fund proposed by McCarthy in 1985 (and described in Walters 1989).
Payments into and out of the development component are determined by a formula and not
alocated or tied to specific projects. The development component is therefore an additiona
compensation mechanism and is not designed to achieve specific development objectives

All five SACU countries will receive near equal shares of the development component 2.
Thus, those countries that receive the largest share of excise duties contribute most towards and
benefit least from the development component (in effect, South Africa funds 93% of the
development component and is the only net contributor). In addition, the shares accruing to each
member state are adjusted marginally in favor of the lesser-developed countries in SACU.

Table5: Distribution of the development component

Rand Botswana Lesotho Namibia Swaziland South
Africa

GDP/capita(1998) 17,968 2,395 9,615 7,024 17,578
Deviation from 65% -78% -12% -36% 61%
SACU average
Deviation/10 ™0 -8% -1% - 6%
(1-Deviation/10) * 19% 22% 20% 21% 19%
20% =
Share of development
component

Source: Authors calculations from submissions by Member Statesto the CUTT

There will adso be significant changes to the manner in which revenue shares are
calculated, managed and distributed. The shares of each component will be calculated from the
most recent and audited trade, GDP and GDP/capita data, and will not be adjusted for estimation

20 Does not add to 100% because of rounding.

2 Initially, the shares of each member were fully adjusted for differences in GDP/capita. This raised the shares of
the least developed Members disproportionately. To ensure revenue stability for all Member Countries it was
agreed to reduce the deviation in GDP/capitaform the SACU average by afactor of 10.
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errors in future years. These shares will be applied to agreed customs and excise forecasts, with
adjustments necessary in the ensuing two years to reflect revised estimates and then actual

collections. Although South Africa will continue to manage the pool and payments for the first
two years of the new agreement, negotiations are currently under way to establish a more

transparent mechanism.

Table 6: Net contribution to the development component (2001/02 based on 1998 GDP/capita data)

R million Botswana Lesotho Namibia Swaziland South
Africa

Contribution to 51 9 0 13 1,319

devel opment component

Receipt from the 266 306 287 294 267

devel opment component

Net contribution -215 -297 -257 -281 1,052

Source: Authors calculations from submissions by Member Statesto the CUTT

6. AN ASSESSMENT OF THE NEW SACU AGREEMENT

How should the new SACU Agreement be evaluated? After eight years of negotiation the
Member States have found away of retaining the existing level of integration and are committed
to increasing the degree of policy coordination through new and democratic structures. They
have also agreed on a revenue sharing arrangement that is responsive to the current economic
climate and provides fiscal stability to all Member States, and marginally expanded the coverage
of the Agreement. But does the new agreement go far enough and meet the objectives of the
initial negotiators? Table 7 outlines the coverage of the 1969 and 2002 Agreements.
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Table 7. Coverage of the 1969 and 2002 Agreements

Policy Issue

1969 SACU Agreement

2002 SACU Agreement

Common external tariff

Determined by South Africa

Determined by consensus.

Common excise duties

Determined by South Africa.

Determined by consensus.

Customs Legislation

Identical.

Identical.

Revenue sharing

Formula applied to notional
customs and excise pool.

Formula applied to actual
customs and excise
collections.

Transit Trade

Transport rate discrimination
not permitted.

Transport rate discrimination
not permitted.

Trade Relations with Third
Parties

Permitted subject to obtaining
prior concurrence.

Negotiations with Third
Parties to take place through a
common negotiating
mechanism.

Dispute Settlement

Allowed for consultation.

Allowsfor the creation of a
formal structure to make
binding recommendations.

Industrial Development Policy

Limitations on Internal Trade

Excluded.

Permitted, by unilateral action.

Agreement in principle to
develop common policies and
strategies.

Permitted, by unilateral action.

Protection of Infant Industries

Permitted, but only by BLNS.

Permitted, but only by BLNS.

Agricultural Policy

Excluded.

Agreement in principle to
cooperate on policies.

Agricultural Marketing

Permitted, but must be non-
discriminatory.

Permitted, but must be norn+
discriminatory.

Competition Policy Excluded. Each Member State to develop
its own competition policy and
cooperate.

Unfair trade practices Excluded. Agreement to develop policies
and specific instruments aimed
at addressing unspecified
unfair trade practices.

Technical Barriersto Trade Excluded. Includes reference to WTO.

Sanitary and Phyto-Sanitary Excluded. Includes reference to WTO.

M easures

Intellectual property Excluded. Excluded.

Trade and the environment Excluded. Excluded.

Tradein services Excluded. Excluded.

Migration and |abor standards Excluded. Excluded.

Government procurement Excluded. Excluded.

Tradefacilitation Included. Included.

E-commerce Excluded. Excluded.

Investment Protection and Excluded. Excluded.

Incentives

Macroeconomic policy, Excluded. Excluded.

including exchangerate policy
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Shared responsbilities and decision making

A key weakness of the 1969 agreement was that South Africa assumed sole responsibility
for the administration of tariffs and revenue payments within SACU. Consequently, the greatest
accomplishment of the new agreement is that it introduces joint-decision making into all aspects
of the customs union and allows for the creation of a number of new and genuinely independent
ingtitutions.  The structure of these ingtitutions is perhaps a little complex, their terms of
reference vague and their performance untested, but it is a significant improvement on the
previous regime.

That said, a number of challenges remain. Firstly, member countries were unalde to
reach a decision on how the common revenue pool and payments out of this pool will be
managed. The agreement provides for a two-year period during which South Africa will
continue to administer the pool, after which this responsibility must be allocated to the
Secretariat or any Member State. Although South Africa accounts for most of the revenue
collected within SACU and the smaller SACU members will reap significant benefits from the
interim arrangement®, it runs counter to the democratic spirit d the agreement. On the other
hand, it is doubtful whether any other member or the Secretariat could manage a pool of this size
as efficiently as South Africa, or whether South Africa would be prepared to handover this
responsibility to any other party. Unless some middlie ground can be found that satisfies both the
BLNS and South Africa, this issue could raise serious problems for the new SACU over the next
two years.

Secondly, the new tariff setting process appears unwieldy and unlikely to deliver serious
tariff reform. A simple change in tariff will now have to be considered by multiple layers of
institutions before it can be implemented (indeed a number of South African Members of
Parliament have expressed their concern over this issue). Moreover, Ministers of Trade of al five
countries will need to consent to such decisions — with a dispute mechanism established to
address deadlocks. In order to minimize disagreements over tariff policy it will be necessary for
SACU Ministers of Trade to meet and identify their interests on a routine basis. Without regular
dialogue it is unlikely that South Africa’s trade agenda will automatically dovetail with that of
the BLNS and this may create serious difficulties in future unilateral, bilateral and multilatera
trade liberalization initiatives.

Economic policy and industrial development

A key argument in favor of economic integration amongst developing countries is that it
contributes towards gradual structural change and economic development. Larger regional
markets bring with them economies of scale that should enable member countries to specialize
and develop sufficient productive capacity to compete globally. Although this was certainly the
intention of the 1969 agreement, it relied heavily on fiscal compensation and failed to address the
causes of unequa development within SACU (McCarthy 1994). As aresult, there has been little
industrialization within the BLNS and South Africa continues to record large trade surpluses
with all other member countries. Although there are a number of causes of polarization, the
pursuit of an import substituting trade policy by South Africa almost certainly resulted in

22 argely because payments are made in advance and revenues remitted only two quarters | ater.
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significant trade diversion for the BLNS. It was therefore rational for the BLNS to focus on
trying to maximize the revenue.

Although the new agreement does provide for democratic decision-making in al SACU
structures and requires the development of common industrial and agricultural policies, the
approach remains fundamentally unchanged. Lesotho, Namibia and Swaziland will continue to
receive more than athird of their total budget revenue through the revenue sharing formula. This
will do little to stimulate economic development and grow the tax base in these countries.
Instead, such dependence increases the risk that the smaller members of SACU will measure the
success of the Agreement in revenue terms rather than in its impact on trade or investment.

The mgor differences between the BLNS and South Africa on industrial policy in
general, and agricultua policy in particular, continue. While South Africa has liberalized its
agricultural sector by abolishing single channel marketing some of the other countries continue
to alow national monopolies. Differences also remain on import policies in selected sectors,
such as wheat flour, milk and milk powder. Failure to reach agreement has resulted in de facto
free trade being suspended while Member States protect narrow industrial or other interests in
their own countries

The SACU Agreement only provides for trade in goods - there is no provision to
liberalize trade in services or alow freer movement of people. Given the importance of trade in
services to the SACU economies and the ongoing negotiations within the WTO this remains a
major lacuna. Future trade negotiations between SACU and third countries will aimost certainly
include services, and to a lesser extent, the movement of natural persons.

Stable, sustainable and fair compensation

One of the more difficult aspects of the negotiations was reaching consensus on the costs
and benefits of the customs union to its respective members — and the level and type of
compensation that should be paid as a result. Any form of explicit compensation, such as the
establishment of a development fund, was rejected by the smaller member states. Instead,
negotiators attempted to build in sufficient implicit compensation into the new formula to deal
with polarization and cost-raising effects. Table 8 compares the payments under the old and new
formulas.

Table 8: Tota payment —a comparison of the new and old formula (2001/02)

Rand million Botswana | Lesotho Namibia Swaziland | South Total
Africa

Old (1969) formula 2,622 1,438 2,641 1,503 9,897 18,102

New formula 2,851 1,512 2,606 1,628 9,506 18,102
Customs component 2,297 1,156 2,149 1,262 1,769 8,632
Excise component 288 50 170 71 7,471 8,050
Development 266 306 287 294 267 1,421
component

Source: Authors cal culations from submissions by Member States to the CUTT and the National Treasury of
South Africa Budget Review 2003.
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Almost al of this compensation takes place through the customs component of the new
RSF. If the new formula would be applied in 2003/04, about 80% of the total payment to the
BLNS would consist of customs' revenues (authors estimate). This customs payment amounts
to about 20% of total intra-SACU imports by the BLNS. This is significantly higher than the
average externa trade weighted tariff and seems to provide implicit compensation for more than
just the cost-raising effects of the customs union. Thus, although difficult to quantify, the new
formula appears to provide more than sufficient compensation to the BLNS to address the
economic costs of the union.

It is also very responsive to changes in trade policy. If external tariffs decline, the trade
preferences enjoyed by South Africa are eroded and the amount of compensation from South
Africa to the BLNS falls in line with the relative size of the customs pool. This might create
serious revenue problems for the smaler member states. For this reason, it was decided to
establish an aternative method of compensation that is independent of customs revenues.
Although currently small compared to the customs component, the size of the development
component is likely to become increasingly important over the next decade. Any amendment to
the size of this component (i.e. changing the share of total excise revenue allocated to
‘development’) requires the consent of all the Members. As South Africa is the only net
contributor to the development component, it is unclear how amenable they will be to raising
their contribution to compensate for reduced tariff revenue. If the development component
remains unchanged the BLNS will need to diversify their revenue base and review government
expenditure policies.

Finally, the method used to calculate country shares for each of the three components
eradicates the ‘two-year lag’ or estimation error inherent in the 1969 formula. By applying these
shares to custom and excise forecasts rather than past receipts, the relationship between current
payments and revenues is firmly entrenched. South Africa accounts for over 90 per cent of all
customs and excise revenues and currently publishes three-year revenue forecasts. This will
enhance the ability of SACU nember countries to predict future revenue flows. On the other
hand, revenue forecasts are inherently inaccurate and adjustments for actual collections are likely
to be sizeable.

7. EXTERNAL TRADE RELATIONS

Until now, the externa trade relations of SACU have been driven by the bilateral and
regiona aliances of individual member states, rather than the customs union.  This is best
illustrated by the terms and operation of the Trade and Development Cooperation Agreement
(TDCA) signed between South Africa and the EU in 2000. The EU-SA TDCA provides for the
establishment of free trade area between the two signatories. Although the BLNS are not
signatories to this agreement, Article XIX of the 1969 SACU Agreement requires that they
concur with the terms of the TDCA.. In the absence of concurrence, the BLNS continue to charge
the Common External Tariff on goods imported directly from the EU.

This situation was further complicated by the fact that the BLNS are signatories to the

Cotonou Agreement and are expected to conclude a reciprocal trade agreement (referred to as an
Economic Partnership Agreement) with the EU by 2008.

15



New negotiations between SACU and a number of externa trading countries and groups
of countries have begun and will have major implications for the future of SACU and its role in
the region. SACU has commenced negotiations with the USA towards an extensive free trade
agreement, which is scheduled to conclude by 2005. Discussions with Mercosur are also under
way and South Africa has expressd a willingness to lead SACU into bilatera trade agreements
with Nigeria, China and India. Economic Partnership Agreement (EPA) negotiations with the
EU have not begun in earnest, but it is expected that the BLNS will offer to remove tariffs in
accordarnce with the schedule agreed by South Africa under the TDCA.

These developments will help to cement SACU as a unified trading block, but in doing
so, might impede efforts to integrate the members of SACU with other regiona trade
arrangements.  South Africa, Botswana and Lesotho are members of the Southern African
Development Community (SADC), while Namibia and Swaziland are members of both SADC
and the Common Market for Eastern and Southern Africa (COMESA). SADC and COMESA
have dready launched regional free trade agreements and COMESA is committed to
implementing a customs union from 2004. SADC is likely to follow. It will not be possible for
SACU members, who are also members of SADC or COMESA, to participate in a paralel
customs union. Moreover, t is likely that SACU, SADC and COMESA will pursue separate
trade agreements with the EU and other external partners.

Whilst the EU and COMESA appear to favour negotiating an EPA for al the economies
in Eastern and Southern Africa excluding South Africa, the reticence of SACU and SADC to
agree to such a geographical configuration raises the possibility that the obligations of the
Cotonou could act as the catalyst for reconfiguring the membership of existing regiond
groupings. SACU revenues and trade are of such importance to the BLNS that they are unlikely
to choose SADC or COMESA membership over that of SACU. South Africa already has a
reciprocal trade agreement with the EU and has now renewed its commitment to SACU. As the
economic power of Southern Africa, South Africa's participation is critical in any new regiona
integration initiative. This raises the possibility that SACU could form the core of a new
regional customs union that could gradually expand to include other members of SADC and
possibly COMESA.

8. CONCLUSION

In principle, the new SACU Agreement should be considered a success. It normalizes
trade relations between South Africa and the BLNS, provides for the creation of a number of
new and democratic regional institutions, and reforms an outdated and unsustainable revenue-
sharing arrangement. But in practice, it is questionable whether this new agreement will
contribute towards more rapid and equitable economic development within SACU. The actua
outcome will to an extent depend on the ability, capacity and willingness of the BLNS to
participate fully in the SACU decision-making process.

From a revenue perspective, the new formula offers greater security and stability to the
BLNS, in return for some moderation in their future share of the pool. This bodes well for the
long-term sustainability of the new formula, but in so doing, it aso ensures the continued
dependence of Lesotho, Namibia and Swaziland on SACU revenues. This need not be a curse
and the challenge for the BLNS is to optimaly use the transfers received through the revenue
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sharing arrangement to improve their overal level of competitiveness within the South African
market.

For South Africa, it is difficult to gauge whether the fiscal costs of SACU continue to
justify the economic benefits accruing to the country in terms of exports and to a lesser extent,
investment and cheaper imports. Prior to 1994 this cost was regarded as the political price for
retaining some form of relations with independent African states (McCarthy 1994). These
benefits have dissipated with the demise of Apartheid, but the level of transfer has increased. To
some extent, South Africa is now paying heavily to retain the system of dependency that has
been created. But it also retains preferential acess to a large market for products, largely
consumer goods, in which it does not have an international comparative advantage with the rest
of the world. The collapse of SACU would amost inevitably lead to severe revenue instability in
a least two of the member countries. It would also have serious adverse effects for some South
African exporters.

It is disappointing that the negotiators were unable to take this Agreement a little deeper
and deal with some of the more fundamental obstacles to economic integration in the region. For
an agreement that is supposed to take SACU into the 21 century, it deals with very little of the
current world trade agenda. Some attempt to incorporate services or the movement of labor
within SACU would have been appropriate, though understandably much more difficult.
Moreover, the SACU countries face real challenges in reducing cross border transaction costs,
and in developing cooperative programs in TBT and SPS that would permit regulatory
economies of scale. Separate border posts have also been retained.

Finally, it is disappointing that little progress was made on industrial policy issues and
tax harmonization. Member countries will continue to compete with each other for investment
through tax incentives®®.  Given the extent of free trade within SACU and the fact that all
member countries share common customs and excise tax rates, further tax harmonization is
possible and necessary. There is no commitment to develop a common competition policy and
countries retain the right to protect infant industries from other SACU members. Successfully
resolving some of these issues would increase the authority of the newly established Secretariat
and augment the international standing of the new Agreement.

Looking forward, it is possible but unlikely that SACU will re-open discussions on these
issues soon.  Instead, it would seem that the future of SACU may be determined by externd
factors rather than from within. The new agreement has opened up possibilities for a range of
new SACU bilateral agreements, beginning with the US. SACU will aso have to cooperate
more closely in WTO negotiations and is likely to find itself the target of an economic
partnership agreement (EPA) with the EU?*. All of this will contribute towards and require
much closer integration within SACU. The fact that the new Agreement can allow and facilitate
such cooperation, is probably it greatest strength.

23 south Africaand Namibia competed for the large textile and clothing conglomerate-Ramatex.

241t will be extremely difficult for the EU to sign an EPA with SADC (excluding South African but including the
BLNS). Either the SADC EPA would have to be identical to the existing SA-EU Agreement or, the agreement with
SADC would have to exclude the BLNS.
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ANNEX A. NEW SACU REVENUE SHARING FORM ULA

According to the New RSF the total payment (P) to each SACU member country (i) is calculated
from its share of three different components. PR = G + E+ D

Where:
C = i:':/li *C
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And:
C = tota customs duties collected in SACU (the customs component)
E = total excise duties collected in SACU less D (the excise component)
D = a predetermined share (initially 15%) of total excise duties collected in
SACU (the development component)
GDR = GDPof country i
GDPC; = GDP per capitaof country i
M; = tota intra- SACU imports of country i
n = number of member countriesin SACU
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