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Executive summary

This study projects the impact of the proposed free trade area (FTA) between South Africa and the
European Union on the bilateral trade flows between the two. The South African and European
respective proposals, as formulated in 1996, served as a basis. The results are evaluated both at an
aggregate level, to gauge its impact on the balance of payments and on Government revenue, and
at a sectoral level to assess its implications for specific industries. Additionally, a simulation of the
impact of the agreement on South Africa's trade with other commercial partners is discussed. The
simulation was conducted utilising a static, partial equilibrium methodology, 'SMART', jointly
developed by UNCTAD and the World Bank and widely utilised by negotiators of both bilateral
and multilateral trade agreements.

Our results show that the impact of the proposed free trade area agreement on bilateral trade flows
is likely to be uneven, with a relatively large effect on SA's imports from the EU and a
comparatively smaller effect on its exports towards this market. The size of this projected
imbalance will depend on the exact terms of the agreement, which are currently under negotiation.
Depending on the scenario used, our projections show an increase in South African imports from
the EU between 2.3% and 12.3% of 1996 SA imports from EU. By contrast, the estimated
increase in SA exports to the EU will approximate between 1.3% and 1.4% of 1996 SA exports to
the EU (see Table "Summary Results " below).

Table 1: Summary Results - Impact of tariff liberalisation (FTA & UR) (million Rands)

(1)
(2)
(3)=(1)-(2)
(4)
(5)
(6)
(7)=(1+4)-(2+5)
(8)=(1+4)-(2+6)

SA exports to EU 1996
SA imports from EU 1996
SA - EU trade balance 1996
Projected increase SA exports to EU*
Projected increase SA imports to EU - Scenario I
Projected increase SA imports from EU - Scenario II
Projected SA - EU trade balance Scenario I*
Projected SA - EU trade balance Scenario II*

Elasticity of import demand
-0.85
-1.5
46,791
51,041
-4251
637
1,190
2,100
3,563
6,288
-4,803
-5,713
-7,176
-9,901

* The import demand elasticity used for the projection of SA exports to the EU was -1.5 in all cases.

It is important to note that a deterioration in the trade balance vis-à-vis the EU will occur
regardless of the scenario used, i.e. despite significant differences in proposed tariff eliminations.
Scenario I for example, allows SA to liberalise only 85% of its European imports, yet even a 94%
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duty-free access concession to South African exports on the European side will not prevent a
worsening of the trade balance.

These asymmetrical results from the SMART simulation are caused partly by the current patterns
of import tariffs and trade flows between the two parties and partly by the structure of the
proposals. The current patterns are of particular importance to SMART because this simulation
tool projects trade creation as directly proportional to the relative tariff reduction, the current level
of trade and the import demand elasticity.

Regarding the relative size of the tariff reductions, the results reflect the fact that the relative tariff
reductions are smaller on the European side than on the South African side. This is mainly due to
the divergence in the tariffs which the two partners currently face; European tariffs on South
African imports are currently much lower than SA tariffs on imports from the EU, as illustrated by
their respective trade-weighted tariff averages: 1.7% on the EU side as compared to 11.2% on the
SA side. Since SA is currently a beneficiary of the EU GSP scheme, our simulation is based on the
assumption that GSP tariffs are applied to all SA exports to the EU. This assumption may lead to
an underestimation of the tariffs currently applied to imports from SA and thus to an
underestimation of the effect on exports.

As regards current levels of imports and exports, Table 1 shows that SA currently faces a trade
deficit vis-à-vis the EU, thus adding to the imbalance in trade creation in the EU's favour. The
assumptions regarding the elasticity of import demand also affect the results; Table 1 provides a
summary of the results obtained using different values for this parameter.

The structure of the proposals is the second major contributing factor to the outlined results. The
European proposal contains a rather lengthy list of exclusions to which no tariff liberalisation will
apply, comprising close to 50% of total current South African agricultural exports to the EU. The
EU proposal implies an increase in the share of SA exports which enter the EU duty-free from
75% at present (85% of all industrial products and 7% of all agricultural products) to 94% in 2011
(100% of industrial products and 50% of agricultural exports to the EU). Many obstacles to trade
with the EU are actually non-tariff barriers, the reduction of which was under negotiation at the
time of writing and is not included in the present study. Moreover, trade creation as a result of
reductions of 'prohibitive' tariffs or other de facto bans on SA imports cannot be captured by the
SMART simulation.

The South African proposal suggests a complete elimination of tariffs, yet provides for exclusions
in the highest tranche of tariffs, amounting to a potential exclusion of 15% of import-weighted
tariffs. Much depends on the exact terms of the Agreement and the extent to which these tariffs are
included. This is particularly the case as most of the trade creation (approximately 67%) for the
EU on the SA market, i.e. the expected increase in South African exports to the EU, will be a
direct result of the elimination of these specific tariffs.
The proposed Agreement is, under all scenarios, projected to have a negative impact on both the
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balance of payments and on Government revenue. The estimated deterioration of the overall
balance of payments is between R 553 million and R 5,651 million. The projected decrease of
revenue from customs lies between R 1,604 million (including an R 318 million decrease due to the
Uruguay Round) and R 5,733 million.

At a broad sectoral level, South African exports of agricultural products are poised to benefit most
strongly, despite the European exclusions. This by itself creates a strong argument against these
exclusions for the SA negotiators. The effect on manufactured exports to the EU is projected to be
small, with the exception of textile products. This finding hinges on the fact that European GSP
tariffs on industrial products are very low and SA manufactured exports to the EU are limited.

The impact of the Agreement on South Africa's trade with its regional partners is projected to be
relatively insignificant, with evidence of a limited diversion of trade from the regional partners to
Europe. A more substantial trade diversion may occur at the expense of Japan and the United
States.

In evaluating these results, one should bear the static and partial nature of the SMART simulation
tool in mind. The results should be interpreted in this context only. Additional research into the
dynamic and indirect effect of the FTA, as well as various other aspects of the Agreement which
were not specifically analysed here, is therefore strongly recommended.

Table of Contents
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1. Introduction

Following South Africa's historic transition to democracy, the European Union Council of
Ministers - recognizing the importance of trade and market access as an instrument to facilitate the
country's reintegration into the global economy - called for a package of support measures. In
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particular, the European Union proposed that, in the short term, South Africa be included in the
Generalised System of Preferences (GSP) and that comprehensive negotiations towards a longterm agreement be initiated. Following this offer, South Africa obtained access to GSP preferences
and called for a long-term agreement under terms as close as possible to the Lomé Convention.
The European Union rejected this request and proposed a free trade agreement in addition to
South Africa's qualified accession to Lomé (excluding the trade aspects of the Convention). The
negotiations for the free trade area were formally opened in June 1995 and are currently ongoing.

The aim of this study is to project the impact of the proposed free trade area (FTA) between South
Africa and the European Union on the bilateral trade flows between the two, based on the two
countries' respective negotiating proposals as formulated in 1996. The simulation is conducted
utilising a static, partial equilibrium methodology, 'SMART', jointly developed by UNCTAD and
the World Bank and widely utilised by negotiators of both bilateral and multilateral trade
agreements.

The results are evaluated both at an aggregate level, to gauge its impact on the balance of
payments and on Government revenue, and at a sectoral level to assess its implications for specific
industries. Additionally, a simulation of the impact of the agreement on South Africa's trade with
its other commercial partners is discussed. The paper also introduces alternative methods of
analysis - such as calculation of preference margins, product coverage and of revealed comparative
advantage which provide useful indications of the potential impact of the Agreement.

The paper is organized as follows. The methodology is outlined in Section 2, while Section 3
provides a description of the data set and of its sources. Section 4 provides a summary of the
current structure of tariffs between SA and the EU, followed in Section 5 by an analysis of the
features of the negotiating proposals. Section 6 discusses the results of the SMART simulation.
Alternative methods for the derivation and interpretation of negotiating proposals as well as for the
general analysis of trade data are outlined in Section 7 and 8.The conclusion provides a critical
discussion of the SMART methodology.

2. Methodology

This study is a practical application of the 'SMART' simulation technique - constructed to provide a
simple tool for the quantification of the effects on trade flows induced by changes in market access
conditions - to the proposed FTA between the European Union (EU) and South Africa (SA).

In order to project the impact of the agreement, it is useful to analyse the import and the export
side separately, and to subsequently combine the two to assess the net impact. On the import side,
the total effect of a reduction in tariffs on SA imports from the EU is represented in SMART as the
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sum of two components, namely:

- Trade creation (TC), which measures the increase in SA imports from EU due to a decrease in
the relative price of these imports vis-à-vis domestically produced goods, resulting in a net increase
in SA's total imports and a net decrease in SA's domestic production; and
- Trade diversion (TD), which measures the increase in SA imports from EU due to a decrease in
the relative price of these imports vis-à-vis imports from other countries resulting in a different
geographical composition of imports, whereby imports from EU increase at the expense of imports
from other sources, with no change in total SA imports.

The same calculations need to be performed on the export side, to assess the impact of the
Agreement on the SA's exports to the EU, which - as the result of the agreement - will also
increase at the expense on the one hand of domestic EU production (trade creation) and on the
other hand of imports of the EU from other sources (trade diversion)(1). These quantitative
analyses are performed at the 8-digit level of the Harmonised System. The results are subsequently
summed to obtain the total trade effect for SA exports to the EU.(2)

2.1 Notation

M Imports
P Domestic Price
RP Relative Price

Em Elasticity of import demand with respect to domestic price of imports
ES Elasticity of substitution between imports from SA and imports from other
sources
0,1 subscript 0= before liberalisation, 1= after liberalisation
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2.3 Calculation of trade diversion

In order to calculate Trade Diversion, it is useful to break the process into two steps once more.
First, we need to know the relative price change (dRP/RP). In the case of a preferential
liberalisation, which brings tariffs on imports from the EU to zero whilst retaining a positive tariff
on imports from other sources, the price of imports from the EU relative to the price of imports
from other sources will fall proportionally to the reduction in the tariff. Formally, equation (2):

If there is no change in the tariffs applicable to imports from other sources, as is the case for both
partners engaging in a free trade agreement, the expression reduces to equation (3):

Once we have calculated the relative price change, we can proceed to calculate the trade diversion
(TD) by applying the following formula (4)(6):

TDEU indicates the increase in South African imports from the EU, over and above the increase
due to trade creation, which does not increase net imports yet results in the displacement of SA
imports from other sources. The formula indicates that the substitution of imports from a foreign
supplier whose price is unchanged to imports from a foreign supplier whose price has fallen, is
proportional to:

the change in relative price,
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the existing import level from each of the two sources, and
the elasticity of substitution between goods of the two sources (assumed to be -1.5).

It can be easily verified that in the case of a reduction in tariffs (dRP/RP < 0) the trade diversion
will be higher, the higher the elasticity of substitution, the higher the change in price and the higher
the existing imports from both sources.

The caveats discussed above in relation to trade creation, namely the importance of the value of
the estimate of elasticity and the drawbacks of utilising historical trade in the calculations, also
apply in the case of the trade diversion. For the interested reader, the hypothetical example
outlined in Annex A may prove useful for the practical utilisation of this methodology.

3. Data set utilised in the simulation

3.1 Trade data

We utilised 1996 import data from the European Union and from South Africa respectively, since
this can safely be assumed to be the most reliable indicator of trade flows. EU trade data was
supplied by UNCTAD from the "TRAINS" database(7), while on the SA side trade data was
obtained from the Industrial Development Corporation (IDC) based on information from Customs
and Excise(8).

3.2 Tariff data

To ensure that the tariff data would match the 1996 trade data, we utilised 1996 applied tariffs for
both South Africa and the EU. Since South Africa is currently a GSP beneficiary country, we
utilised GSP duties(9) where applicable and MFN duties elsewhere.

This would imply that all SA exports to the EU of products covered by the scheme actually receive
preferential market access. In practise, this is not likely to be the case, due to the fact that not all
SA exports to the EU comply with European rules of origin or meet European obligations
regarding documentary evidence. As a consequence, not all exports qualify for preferential
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treatment, and not all qualifying exports actually receive it (10). However, since disaggregated
utilisation rates were not available at the time of writing, the current levels of tariffs that South
African exports currently encounter when entering the EU may be underestimated in our analysis,
resulting in an underestimation of the projected impact of the FTA on SA exports destined for
Europe.

It should also be noted that to evaluate the net effect of the agreement only against the 'status quo'
1996 tariffs would be misleading since both South Africa and the EU are implementing their
Uruguay Round commitments, and hence are scaling down their MFN rates accordingly to
gradually reach their targeted rates by 2004. In our analysis we therefore isolated the tariff
reductions in the context of the FTA from the tariff reductions implied by the respective Uruguay
Round commitments.

As regards the European Union, the post-Uruguay MFN rates were obtained from UNCTAD.
However, since future GSP tariffs were not available, we calculated the 2004 GSP rates under the
assumption that the ratio of GSP to MFN rates will remain constant upon the implementation of
the WTO commitments, as has indeed been the case up to the present.

In the case of South Africa, MFN 2004 tariffs were received from IDC, but were unavailable for
Chapter 3, much of Chapters 27 and 84 and various other subheadings: in these cases 1996 applied
tariffs were used.

3.3 Elasticity of import demand

The elasticity of import demand with respect to domestic price of imports is, as is mentioned
above, a key parameter which influences the results to an important extent.

The literature2 suggests that the "default" SMART parameter value of -1.5, is a statistically
significant estimate for developed countries, this value was therefore used for the EU. Recent
research(11) indicates a lower value for SA, namely -0.85. This value is smaller than unity
indicating that SA imports from the EU are relatively price inelastic.

Estimates for the increases in SA imports from the EU would be higher if a common parameter for
the elasticity of import demand were used in both calculations. For completeness' sake, we have
included an alternative simulation for the SA market utilising

file://D:\reports\WorkingPapers\wp11.htm

7/13/99

Page 12 of 62

-1.5. For the elasticity of substitution, important for the trade diversion calculation, the value of 1.5 was assigned.
4. Current structure of trade
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Currently, 56% of imports from the EU enters South Africa free of duty. However, the remaining
44% is levied relatively high tariff duties: in fact, only 6.6 % of imports face a tariff lower 10%,
while the proportion levied duty in excess of 40% is almost double that amount at 13.1%, (see
Figure 4.2). Import weighted tariffs amount to 11.2% of total imports.
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During the transition phases of the proposed free trade area, the share of imports from the EU
facing a zero-tariff will gradually increase to a share between 85% and 100%, depending on the
precise terms of the agreement currently under negotiation (see Section 5 for details). The import
weighted tariffs are expected to drop to 10.6% of total imports from the EU after a full
implementation of the Uruguay Round reductions. Depending on the duty-free share of imports
from the EU implied by the final terms of the FTA Agreement the value of import-weighted tariffs
will drop to between 0% (worst case Scenario) and 7.9% (best case Scenario).

The European Union is also an important export market for SA: in 1996 exports to the EU
amounted to R 46.8 billion, or approximately 38% of total SA exports. As shown in Figure 4.3,
SA exports to the EU are concentrated in three HS sections, the largest of which - Pearls, (semi-)
Precious Stones & Jewellery - constitutes 36% of total exports.
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European tariffs on imports from SA are generally quite low, only 5% of all imports faces a tariff
higher than 10%, moreover, the major part of imports from SA (75%) enters the EU free of duty.
Of total trade weighted tariffs (i.e. non-duty free imports) 58% is levied less than 5% ad valorem.
After a full implementation by the European Union of its commitments within the Uruguay Round
- scheduled for 2004 - as much as 78% of all SA imports will enter the EU duty free. The
implementation of the FTA will raise this share to 94%. The EU tariffs on SA imports are
represented graphically in Figure 4.4.
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Currently at 1.7%, tariffs weighted by South African 1996 exports to the EU are expected to drop
to 1.3% of the value of total 1996 SA exports to the EU, after the full implementation of the
Uruguay Round(12). However, in evaluating these findings one should be reminded of the caveat
discussed earlier, namely that utilising GSP tariffs as a proxy for applied tariffs inevitably
underestimates the actual amount of duty paid by the SA exporter.

5. The features of the proposed agreement

This study is based on the negotiating proposals for an FTA between the EU and SA as they were
presented in 1996, constructed on the assumption that the most developed partner, the EU, should
liberalise its duties on imports from SA at a faster pace and in higher proportions than its South
African counterpart.

The 1996 SA negotiating proposal to the EU is straightforward, and can be roughly represented as
follows. First, all tariffs levied on European imports are weighted by the corresponding trade in
1996. These trade-weighted tariffs are arranged in order of increasing tariffs (from 0% to the
highest tariff of 132%). From a simple calculation it then followed that in the base year of 1996,
56% of all EU imports entered SA free of duty. The FTA proposal defines the tariff liberalisation
in four phases, via which this share is to increase. According to this version of the proposal phase 1
will lead to an increase of duty-free trade to 65%, Phase 2 to 70%, Phase 3 to 85% and Phase 4 to
100% (see Annex B - SA proposal to EU - for details).

The liberalisation of tariff lines implied by Phase 4 is currently under negotiation: it is envisaged
that a certain share of the relevant products will be covered by protocols and therefore excluded
from a complete tariff elimination. We have therefore elaborated two alternative scenarios. On the
one extreme, SA excludes all products covered by the fourth Phase and only implements the
eliminations implied in the first three phases: 'Scenario I' or the best case scenario. At the other
extreme, SA makes no exclusions, which results in a progressive liberalisation of 100% of current
imports from EU over a period of the 12 years, starting upon the entry into force of the
Agreement, 'Scenario II' or the worst case scenario. The actual terms of the agreement will lie
somewhere in between these two poles (see Fig. 5.1).
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For technical reasons the actual share of trade-weighted duty-free imports from the EU is closer
to 82% in Scenario I, see Annex B - SA proposal to the EU.
Source: Authors' calculations.

The European negotiating proposal to SA is more complex. Due to the differentiated level of
market access granted to various commercial partners and geographical regions, the EU tariff
structure has grown into a complex web of tariff rates including, in addition to MFN rates,
preferential rates granted under the GSP schemes, the Lomé Convention and a number of other
bilateral and multilateral trade agreements.

Finding out what the EU proposal to SA actually entails at the 8-digit HS level was therefore quite
a task in itself. Based on the definition of "sensitive products" contained in the GSP scheme - of
which South Africa is currently a beneficiary - in combination with the level of the MFN tariffs, the
EU proposal defines three groups of industrial products and five groups of agricultural products.
Each of these categories is then assigned its own respective liberalisation calendar (see Annex B2,
EU negotiating proposal to SA, for details ).

A preliminary evaluation of the EU proposal may be attempted on the basis of the analysis of the
proposal by tariff line. Out of the 10,539 tariff lines that are included in the European Union tariff
book, 4,400 are already duty free on an MFN basis. Upon implementation of the 2004 UR
commitments, 4,905 lines will be MFN duty free. After the FTA is fully implemented, 9,612 lines
will be duty free, 8,064 for industrial goods and 1,548 for agriculture.
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all of them referring to agricultural products - only 135 were exported by SA to the EU in 1996
(See Fig. 5.2)(13).

In addition, there is a possibility that fishery products (corresponding to Chapter 3 of the
Harmonised System) will also be excluded from tariff concessions by the EU in the context of the
Free Trade Area Agreement (14). It is on this basis that two scenarios were developed for the
estimation of the impact of the Agreement on SA exports to the EU: under the first, HS Chapter 3
(Fish) is included in the proposed agreement, while under the second it is excluded.
Should Chapter 3 indeed be excluded completely, only 9,455 tariff lines, i.e. all of the 8,064
industrial tariff lines plus 1,391 of the agricultural ones, would be free of duty. A total of 1,084
(agricultural) lines would be excluded from any tariff reductions. In 1996, SA exported only 164 of
these to the EU markets.

Fig. 5.2 Implications of EU negotiating proposal for SA exports of agricultural products
(HS Chapters 1-24)
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The striking implication of this negotiating proposal is that, when it is applied to current trade
flows, as shown in Fig. 5.3, only 50,2% of agricultural trade becomes duty free after the
implementation of the free trade area agreement (up from 6.7% in 1996), while for industrial
goods, the proportion is 100% (up from 85.1% in 1996)(15). In other words, the 135 tariff lines
which are excluded from the EU proposal and currently exported by SA to the EU carry as much
as 49.8% of total SA agricultural exports to the EU.
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We will see from the following section - which discusses the results from the simulation - how this
proposal affects bilateral trade.

6. The results from the SMART simulation

As discussed in Section 2, applying the SMART methodology to the EU-SA Free Trade
Agreement implies the completion of four exercises:
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context of WTO.

Table 6.1: Aggregate results: Projected increase in SA exports to EU - Fish included

Exports to EU - 1996 (R. Mill)
Projected increase due to UR (R. Mill)
Projected increase due to FTA (R. Mill)
Projected increase due to UR & FTA combined (R. Mill)
UR as % of 1996 exports to EU
FTA as % of 1996 exports to EU
UR & FTA combined as % 1996 exports to EU

Agr.
Ind.
Total
5,793.6 40,998.1 46,791.7
133.1
108.0
241.2
151.8
244.1
395.9
284.9
352.1
637.1
2.3
0.3
0.5
2.6
0.6
0.9
4.9
0.9
1.4

Table 6.2: Aggregate results: Projected increase in SA exports to EU - Fish excluded

Exports to EU - 1996 (R. Mill)
Projected increase due to UR (R. Mill)
Projected increase due to FTA (R. Mill)
Projected increase due to UR & FTA combined (R. Mill)
UR as % of 1996 exports to EU
FTA as % of 1996 exports to EU
UR & FTA combined as % 1996 exports to EU

Agr.
Ind.
Total
5,793.6 40,998.1 46,791.7
133.1
108.0
241.2
128.4
244.1
367.1
256.1
352.1
608.2
2.3
0.3
0.5
2.2
0.6
0.8
4.4
0.9
1.3

By isolating these tariffs reductions, we have derived the two components of the projected increase
in SA exports the EU. The "Projected increase due to UR", which would occur even in the absence
of an FTA Agreement as the result of EU commitments within WTO, is estimated at R 241.2
million or 0.5% of 1996 SA exports to the EU. It is noteworthy that the 'WTO Component'
represents roughly 40% of the combined total.

The "Projected increase due to FTA only" shows instead the projected increase in imports that will
only occur within the context of the proposed bilateral Agreement. The "Projected increase due to
FTA" is estimated at R 395.9 million or 0.9% of 1996 exports. Clearly, if SA decides to sign the
FTA Agreement, then the projected increase in exports resulting from the simultaneous
implementation of the FTA and the UR will result in an increase in exports to the EU equal to the
sum of the two components(19). Depending on the inclusion of Chapter 3, this would then
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represent between 1.3 and 1.4 % of current exports towards the EU.

One final observation relates to the timing of the liberalisation. In fact, the major part of the trade
creation will take place in the last stage of the FTA, Phase 4, which is to start no later than 2005
and is due for completion in 2011 (see Fig. 6.1).

6.2 Impact on imports: trade creation on SA markets

Imports from the EU form a sizeable part of total SA imports, approximately 44%. The trade
creation effects for the EU on the SA market, i.e. the net increase in SA imports from the EU, will
therefore have a significant impact on SA imports, even if trade creation for the EU is small as a
percentage of imports from EU. For this part of the analysis again, two scenarios were
implemented. Both scenario I and II - described above - have been implemented utilising both the
relatively low value (-0.85) as well as a more 'standard' value of -1.5 for SA's import demand
elasticity.

The total trade creation projected to result from the FTA on the SA market after all the stages are
fully implemented ranges between R 1,190 million and R 3,562 million or between 2.3% and 7.0%
of current SA imports from EU(20). In the alternative case, where an import demand elasticity of 1.5 is assumed, the estimation ranges between R 2,100 million and R 6,287 million or between
4.1% and 12.3% of current SA imports from EU. The ranges reflect the 'negotiable' part of the
South African tariff liberalisation, in the best case scenario (Scenario I) all Phase 4 products are
excluded. In that case, the effect on SA imports is estimated between the two lower ends of the
ranges, i.e. between 2.3% and 4.1% of current imports from the EU. The worst case scenario
(Scenario II), refers to a situation where SA makes no exclusions and offers a complete tariff
elimination on European imports. This scenario will result in an increase in European exports to
SA of between 7.0% and 12.3%.

As in the case of the trade creation on the EU market, we need to distinguish the component
resulting from the implementation of SA's Uruguay Round commitments from the component
which is exclusively related to the FTA Agreement.

Table 6.3: Aggregate results: Projected increase in SA imports from EU

file://D:\reports\WorkingPapers\wp11.htm

7/13/99

Page 25 of 62

Elasticity of import demand -0.85

Imports 1996 (R. Mill.)
Projected increase due to UR (R. Mill.)
Projected increase due to FTA - Scenario I (R. Mill.)
Projected increase due to FTA - Scenario II (R. Mill.)
Combined effect UR & FTA - Scenario I (R. Mill)
Combined effect UR & FTA - Scenario II (R. Mill)
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Agr.
Ind.
Total
1,822.3 49,219.3 51,041.5
3.7
207.1
210.8
84.0
895.3
979.3
195.2 3,157.0 3,352.2
87.7 1,102.4 1,190.1
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As regards the projection of the effects of the proposed free trade area only, the estimation for
Scenario I ranges between R 979 million and R 1,728 million or 1.9% and 3.4% of current imports
from the EU using the two alternative values for the import demand elasticity. The estimation for
the worst case scenario is even higher, ranging between R 3,352 million and R 5,916 million or
between 6.6% and 11.6% of current South African imports from the EU. The total effect of the
FTA and the UR combined is therefore estimated between 2.3% and 4.1 % of current imports
from EU under Scenario I and between 7.0% and 12.3% under Scenario II.

If strategic exclusions are effectuated in the final FTA Agreement, the resulting net increase in
South African imports from the EU would have to be adjusted accordingly and would lie in
between the two extremes that we have set out above. As illustrated in Fig. 6.1, the major part of
this increase will occur as a result of the implementation of Phase 4, emphasising the strategic
importance of this 'negotiable' part of the tariff liberalisations. Obviously the more exclusions are
made among the products in this category (and the closer the proposal approaches Scenario I) the
lower trade creation for the EU becomes.

A second point which is apparent from Fig. 6.1 above is the disproportion between the projected
increase in SA imports from EU and its projected exports. It should be emphasised that Fig. 6.1
was elaborated under the assumption that import demand elasticity is -0.85 for SA and -1.5 for the
EU. Clearly, using -1.5 on both sides would further deepen the discrepancy in the favour of the
EU.

6.3 Impact on the South African current account
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If the same import-demand elasticity value is assumed for both partners in an FTA agreement and
both sides cut their tariffs by relatively equal amounts from a similar base, the mechanistic structure
of the SMART trade-creation calculation technique will by definition project an enlarged trade
deficit in the future if there is a deficit at the start of the agreement et vice versa. It is therefore all
the more interesting to see what happens under a less than perfectly free trade agreement using
different values for the import demand elasticity.

As a consequence of the aforementioned results, the trade agreement is projected to increase the
trade deficit vis-à-vis the EU under all scenarios.

Table 6.5: Impact of tariff liberalisation (FTA & UR) (million Rands)(21)

Current trade balance
Projected Trade Balance SA-EU - Scenario I*
Projected Trade Balance SA-EU - Scenario II*
Current SA-EU trade balance as % of SA exports to EU
Proj. SA-EU trade balance as % of SA exports to EU
Scenario I
Proj. SA-EU trade balance as % of SA exports to EU

Elasticity of import demand
-0.85
-1.5
-4,250
-4,803
-5,713
-7,176
-9,901
-9.0%
-10.1%
-12.0%

-13.7%

-18.6%

Scenario II

* Only one value (-1.5) was used for import demand elasticity for the projection of SA exports to the EU

It is significant that a deterioration in the EU-SA trade balance occurs in spite of the fact that under Scenario I - SA liberalises only 85% of trade with the EU, compared to a European
elimination of tariffs of up to 94% of imports from SA.

The trade balance is expected to worsen by at least R 553 million (assuming price-inelastic import
demand and implementation of Scenario I) and at most R 5,651 million (assuming price-elastic
import demand and implementation of Scenario II), to between R 4,803 million and R 9,901
million. Moreover, South African exports to the EU are expected to increase by only 1.3% or
1.4%, thus providing a minor impetus to the South African economy. Based on 1996 applied tariffs
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(22), the amount of total Government revenue lost as a result of the tariff reductions on European

imports is estimated between R 1,604 million (including an R 318 million decrease due to the
Uruguay Round) and R 5,733 million(23).

These asymmetrical results from the SMART simulation are caused partly by the current patterns
of import tariffs and trade flows between the two parties and partly by the structure of the
proposals. The current patterns are of particular importance to SMART because this simulation
tool projects trade creation as directly proportional to the relative tariff reduction, the current level
of trade and the import demand elasticity.

Regarding the relative size of the tariff reductions, the results reflect the fact that the relative tariff
reductions are smaller on the EU side than on the South African side. This is mainly due to the
divergence in the tariffs which the two partners currently face; European tariffs on South African
imports are currently much lower than SA tariffs on imports from the EU, as illustrated by their
respective trade-weighted tariff averages: 1.7% on the EU side as compared to 11.2% on the SA
side. Since SA is currently a beneficiary of the European GSP scheme, our simulation is based on
the assumption that GSP tariffs are applied to all SA exports to the EU. This assumption may lead
to an underestimation of the tariffs currently applied to imports from SA and thus to an
underestimation of the effect on exports.

As regards current levels of imports and exports, Table 6.5 shows that SA currently faces a trade
deficit vis-à-vis the EU, thus adding to the imbalance in trade creation in the EU's favour. The
assumptions regarding the elasticity of import demand also affect the results, as illustrated by the
difference in net impact when different values are assumed for this parameter.

The structure of the proposals is the second major contributing factor to the outlined results. The
EU proposal contains a rather lengthy list of exclusions to which no tariff liberalisation will apply,
comprising close to 50% of total current South African agricultural exports to the EU. The
European proposal implies an increase in the share of SA exports which enter the EU duty-free
from 75% at present (85% of all industrial products and 7% of all agricultural products) to 94% in
2011 (100% of industrial products and 50% of agricultural exports to the EU). Many obstacles to
trade with the EU are actually non-tariff barriers, the reduction of which was under negotiation at
the time of writing and is not included in the present study. Moreover, trade creation as a result of
reductions of 'prohibitive' tariffs or other de facto bans on SA exports cannot be captured by the
SMART simulation.

The SA proposal suggests a complete elimination of tariffs, yet provides for exclusions in the
highest tranche of tariffs, amounting to a potential exclusion of 15% of import-weighted tariffs.
Much depends on the exact terms of the Agreement and the extent to which these tariffs are
included. This is particularly the case as most of the trade creation (approximately 67%) for the
EU on the SA market, the net increase in imports originating in the EU, will be a direct result of
the elimination of these specific tariffs.
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In Annex C - Additional Results - an attempt was made to estimate the annual net impact resulting
from the phased implementation of the proposals(24). The net impact of the FTA will be negative
for each year under consideration.

6.4 Impact at the sectoral level

Perhaps the most interesting feature of the SMART simulation model is the fact that results are
disaggregated at the highest possible level, the single national tariff line (HS 8 digits). This is whyas pointed out in Section 2 - it can be a useful tool for the negotiating sides of an FTA Agreement.
For analytical purposes, different levels of aggregation may be utilised, in addition to the 8 digit
level the HS Section (HS 1 Digit, see Table 6.6) and the HS Chapter (HS 2 digits, see Annex C Additional Results)(25) can be of particular interest.

Table 6.6 - Results from the SMART Simulation aggregated at the Section level
(R thousand)

Export
increase

Import
increase

Import
increase

HS Section
Scenario I

Section I Live animals &
prod.

29,181
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Net

Net

impact

impact

Scenario II
Scenario Scenario
I
II
55,883
28,215
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Section XI Textile & articles
Section XII Footwear,
headgear
Section XIII Articles of
stone
Section XIV Precious
stones, etc.
Section XV Base metals &
prod.
Section XVI Machinery
Section XVII Transport
equipment
Section XVIII Precision
instruments
Section XIX Arms and
ammunition
Section XX Miscellaneous
manuf
Section XXI Works of art,
etc.

80,390
4,825

34,958
1,052

152,342
24,123

44,289
3,773

-73,096
-19,298

1,983

34,380

71,874

-32,397

-69,891

196

5,510

6,230

-5,314

-6,034

177,106

149,195

162,143

27,911

14,963

17,639
28,489

381,790
77,119

464,969 -364,151
584,282 -48,629

-447,329
-555,793

689

8,699

12,605

-8,010

-11,916

816

0

0

816

816

1,333

13,331

68,655

-11,998

-67,321

0

2

2

-2

-2

0

538

1,288,438

638,222

1,190,063

Section XXII: Miscellaneous

-538 -1,287,900

(26)

TOTAL

3,562,930 -552,984 -2,925,314

The HS sections in which significant increases in imports from the EU are projected are Section
XVI, Machinery and Section VI, Chemicals (especially Chapter 29, Organic chemicals) and
Section VII, Plastics and Rubber. Under Scenario II - i.e. assuming that SA does not make any
strategic exclusions - imports of Section XVII, Vehicles, are also projected to record an important
increase. In the case of Base metals, a relatively important trade creation is projected on both sides.
Interestingly, there appears to be a potential for intra-industry trade, with SA specialising in the
early phases of the production and the EU in the finished products.

South African exports to the EU are currently concentrated in precious stones and metals, mineral
products, base metals and vegetables. The HS sections in which significant increases in exports
towards the EU are projected are: Section II, Vegetable products (in particular Chapter 8, Edible
fruit) and Section XV, Base metals, (in particular Chapter 72, Iron and steel) as well as Section XI,
Textile and textile articles (in particular Chapters 61 and 62, Clothing and Chapter 54, Man-made
filaments). It should also be noted that, should Chapter 3 (Fishery) be included in the Agreement,
this Chapter would also benefit from a substantial increase in exports.

Thus, regardless of the important exclusions made in the EU offer regarding agricultural products,
agricultural exports are poised to increase the most. This by itself creates a strong argument
against these exclusions for the SA negotiators.
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To the contrary, the effect of the agreement on SA exports of manufactures to the EU is projected
to be relatively small - with the exception of textile products. This finding hinges on the fact that
current exports of manufactures to the EU are limited and moreover, European GSP tariffs on
industrial goods are very low. Finally, SMART is a static model which does not provide for
increased investment from the EU and other dynamic effects which may well be the most important
consequences of the Agreement, especially for the manufacturing sector. Additional research on
the aspects of the Agreement that this paper does not attempt to analyse in detail, is therefore
strongly recommended. In particular, the regulations regarding rules of origin, which effectively
determine the capacity of SA manufacturing exporters to benefit from the Agreement's provisions,
as well as the programme of technical and financial assistance that will accompany the FTA should
be taken into account. More generally, the FTA needs to be evaluated against the overall direction
of the framework of current industrial, trade and macroeconomic policies for a more in-depth
analysis of the sectoral impact.

6.5 Trade diversion

For an evaluation of the total trade effect we need to add the trade creation effect, analysed above,
to the trade diversion effect, defined as the displacement of imports from other sources by
increased imports from the EU(27).

Trade diversion towards the EU is estimated at R 2.4 billion (representing an increase in European
exports to SA, yet not resulting in a net increase in South African imports). This must be compared
to the estimated trade creation for the EU of R 1.2 - R 6.3 billion (depending on the scenario and
the value of the elasticity used). The total trade effect for the EU therefore ranges between R 3.6
and R 8.7 billion.

In volume terms, most of the trade diversion occurs at the expense of Japanese and American
exports to SA, as illustrated in Tables 6.7 and 6.8 . Nevertheless, SADC countries, both
individually and as a group, are also adversely affected when the trade diversion is expressed as a
percentage of own trade with SA. Within this group Mauritius stands out as the country worst
affected.

It should however be noted that in our analysis we have not taken into account the preferential
tariffs which SA applies to these countries' exports, so that this effect may well be overestimated.
Moreover, the assumed value of the elasticity of substitution, -1.5, is rather high, thus adding to
the potential overestimation.
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Table 6.7: Trade Diversion (decrease in SA imports from other trade partners)

Trade diversion

EU
Japan
U.S.
SADC
All other trading partners

(Rands million)
+2,424.7
-322.5
-136.6
-50.5
-1,915.1

Trade diversion as % of 1996 exports
(%)
4.8%
-6.1%
-2.4%
-2.2%
-3.5%

Table 6.8: Trade Diversion (decrease in SA imports from SADC trade partners)

Trade diversion

Angola
Malawi
Mauritius
Mozambique
Tanzania
Zambia
Total SADC

(Rands thousands)
-44.4
-11,302.7
-1,330.8
-1,533.9
-187.9
-1,154.4
-50,524.2

Trade diversion as % of 1996 exports
(%)
-0.02%
-3.3%
-5.8%
-1.6%
-0.7%
-0.6%
-2.2%

Trade diversion, although by definition not a threat to domestic SA production, is significant in at
least two ways. First, depending on the particular tariff structures, it may result in substitution
away from the most efficient producer to the preferential partner, so it may have adverse
consequences on the overall efficiency of the productive system. It is for this potentially adverse
effect that standard economic analysis considers bilateral free trade agreements as second best to a
general 'MFN' tariff liberalisation.

Secondly there is a political dimension, trade diversion may result in pressures from disadvantaged
commercial partners, both at a bilateral level and at a multilateral level, when the Agreement is
presented before the Committee on Regional Trade Agreements of WTO for examination.

To counter any potentially harmful effect on the regional partners, other aspects of the Agreement
which we do not attempt to analyse in the paper may be significant, such as the measures of
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support given to the business community and the commitment by the European Union to provide
compensatory financial assistance to counter the negative effects on SACU countries' tariff
revenue.

7. Additional analyses: the calculation of product coverage and preference margins

This section will discuss the results from analyses that were undertaken in addition to and
independently of the SMART methodology. In particular, we will evaluate two indicators of the
potential economic gain arising from preferential access to foreign markets, namely 'product
coverage' and 'preference margins'.

The 'product coverage' is defined simply as the percentage of exports to which preferential
treatment applies. Since at present SA is a beneficiary of GSP one can compare the percentage of
exports currently covered by the GSP scheme to the percentage of exports that would be covered
by the FTA Agreement. Table 7.1 shows that the proposed FTA will increase the share of South
African exports to the EU which benefit from preferential market access. However, it can also be
verified that this increase will be dampened by the implementation of reductions of the MFN tariffs
in the context of the Uruguay Round, particularly for industrial products.

Table 7.1 Comparison of Product coverage for all traded goods

Current product coverage

Agr.
43.7 %

Ind.
21.9 %

Total
24.6 %

(1996 GSP compared to 1996 MFN)
Product coverage after FTA

49.2 %

26.0 %

28.9 %

(2011 SA tariffs compared to 1996 MFN)
Product coverage after FTA

46.0 %

20.6 %

23.7 %

(2011 SA tariffs compared to 2004 MFN :
Uruguay Round implementation)
Source: Authors' calculations

The 'preference margin', which is the natural complement of product coverage, provides an
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Based on this information, we can attempt to make some comparisons with other trade agreements
the EU has recently signed with countries of the Mediterranean Basin, which - similar to the
proposed agreement with SA - aim at the establishment of bilateral free trade areas following a
transition period of 12 years(30).

A recent UNCTAD study(31) regarding the preferential market access to European markets for
agricultural goods from Mediterranean countries, provides the basis for a comparative evaluation
of the proposal that the European Commission has made to SA with respect to agricultural goods
(32). Table 7.3 provides an interesting basis for discussion.

Table 7.3: International Comparisons: Product Coverage and Preference Margins
Agricultural products

Product Coverage before FTA - %
Product Coverage after FTA - %
Preference Margin before FTA and UR - %
Preference Margin after UR before FTA - %
Preference Margin after FTA and UR - %

Israel Morocco Tunisia SA (proposal)
59.5
73.5
93.7
43.7
72.6
92.0
91.3
46.0
6.62
8.4
14.3
1.1
4.81
7.3
12.96
0.1
5.6
9.4
12.9
3.3

Source: UNCTAD (1997), Authors' calculations

It is evident that the product coverage and preference margin granted to SA are significantly lower
than those granted to the Mediterranean countries. The row 'preference margin after UR before
FTA' shows the relative impact on SA's preferential treatment of the implementation of the UR,
making perhaps the most compelling case yet for the benefits of the FTA as proposed, as well as
providing the first step towards a cost/benefit analysis of the FTA.

Of course, particular care should be applied before concluding from these comparisons that the
European proposal to SA is particularly penalising, and this for the following reasons. First of all,
several of the preferences granted to the Mediterranean countries are in the form of preferential
tariffs, which often do not amount to complete duty-free market access, but are simply some
percentage reduction of the MFN tariff. By contrast, the proposal made to SA grants duty-free
market access to all agricultural products which are not part of the list of exclusions. A second
important caveat is that, both in the case of the Mediterranean countries and in the case of SA,
many of the tariff concessions take place within 'tariff quotas': this means that the reduced tariff
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