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Abstract: This paper characterizes the current South African Customs Union (SACU) tariff
structure, considers its rationale, proposes and evaluates some alternatives for reform. While
considerable progress was made earlier in liberalizing and simplifying SACU’s tariff structure,
over the past few years such movement appears to have halted. This is unfortunate because trade
performance is a key constraint in attaining South Africa’s growth objectives. The tariff structure
remains excessively complex and opaque and biased against exports. The differentiation
provided to different sectors appears mainly to be the result of historical accident and is not
justifiable as efficient job preservation, equitable income distribution or on infant industry
grounds.

Using simple tariff structures that have a zero and just one or two tariff bands we show that it is
possible simultaneously to provide benefits to consumers, limit employment dislocation by
conferring a reasonable degree of effective protection on finished goods, reduce export taxes,
improve transparency and provide a norm against which industrial policy priorities can be set.
The long run goal would be a globally competitive SACU region that provides producers with
access to inputs at world prices.

South Africa’s regional trade policies require attention. The African continent plays a key
strategic role in South Africa’s export diversification strategy and regional development is a vital
priority. The current SACU tariff sharing formula is expensive and defective. A major reform of
SACU tariffs would make particular sense for the BLNS countries, allowing these nations access
to cheaper inputs and final products. It would also provide the opportunity to renegotiate the
SACU revenue-sharing formula, more clearly and rationally separating its aid and tariff-revenue
sharing components. SACU should avoid unrealistic commitments to customs unions with other
African partners. In its other regional arrangements (e.g. with SADC) SACU should place
primary reliance on free trade agreements and other projects (e.g. infrastructure) that enhance
integration
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ABSTRACT

This paper characterizes the current SACU tariff structure, considers its rationale,
proposes and evaluates some alternatives for reform. While considerable progress was
made earlier in liberalizing and simplifying SACU’s tariff structure, over the past few
years such movement appears to have halted. This is unfortunate because trade
performance is a key constraint in attaining South Africa’s growth objectives. The tariff
structure remains excessively complex and opaque and biased against exports. The
differentiation provided to different sectors appears mainly to be the result of historical
accident and is not justifiable as efficient job preservation, equitable income distribution
or on infant industry grounds.

Some still continue to defend the complex structure as necessary to provide
producers of particular products with precisely the amount of protection they need to
become competitive. But their arguments are unconvincing. There may be a case for
exceptional temporary safeguards and infant industry protection but a broad complex
structure is likely to allocate resources inefficiently: channelling them away from
activities in which South Africa is competitive and towards those in which it is less
efficient. Protection of inputs is particularly damaging and distorting of the choices of
those seeking to beneficiate and export. In addition, the government simply does not have
the requisite information (or instruments) to apply such differentiation appropriately to
such a large number of products. Inevitably, therefore the structure encourages and
reflects rent seeking.

Using simple tariff structures that have a zero and just one or two tariff bands we
show that it is possible simultaneously to provide benefits to consumers, limit
employment dislocation by conferring a reasonable degree of effective protection on
finished goods, reduce export taxes, improve transparency and provide a norm against
which industrial policy priorities can be set. The long run goal would be a globally
competitive SACU region that provides producers with access to inputs at world prices.

South Africa’s regional trade policies require attention. The African continent
plays a key strategic role in South Africa’s export diversification strategy and regional
development is a vital priority. The current SACU tariff sharing formula is expensive and
defective. A major reform of SACU tariffs would make particular sense for the BLNS
countries, allowing these nations access to cheaper inputs and final products. It would
also provide the opportunity to renegotiate the SACU revenue-sharing formula, more
clearly and rationally separating its aid and tariff-revenue sharing components. SACU
should avoid unrealistic commitments to customs unions with other African partners. In
its other regional arrangements (e.g. with SADC) SACU should place primary reliance on
free trade agreements and other projects (e.g. infrastructure) that enhance integration



SACU Tariff Policies: Where should they go from here?

The tariff structure that South Africa (and SACU) inherited from the apartheid era was
defective on at least five counts. First, reflecting the import — substitution orientation of the
government, it was extremely protectionist. This had the effect not only of discouraging imports
but also of taxing exports by raising production costs. Second, the structure was both complex
and opaque. There were over 200 different rates, and tariffs took a number of forms: ad valorem,
specific, mixed, compound, and formula duties based on reference prices. This made it very
difficult to estimate how much protection was actually being granted. As a result, a World Bank
Study (Belli et al., 1993) concluded that by the end of the 1980s compared to a range of
developing countries, South Africa had the highest number of tariff rates, the widest range of
tariffs and the second highest level of tariff dispersion. Third, SACU decision-making processes
were unrepresentative. South Africa unilaterally determined tariffs, while other SACU members
were forced to simply fall in line. Fourth, the arrangements for sharing tariff revenues while
relatively generous to other SACU members were problematic because they committed South
Africa to pay amounts that did not reflect the actual tariff revenue generated and in fact payments
could have eventually turned out to be greater than the tariff revenues actually received. And
finally, since apartheid South Africa, as a pariah state, was not a feasible partner, the arrangement

presented structural problems for SACU in its relationships with other trading partners.

Some progress has been made in ameliorating all of these problems. (a) As summarized
in Table 1, the SACU trade regime has undergone considerable liberalization. Between 1990 and
2006, the average applied rate was reduced from 27.5 to 8.2 percent. Although the GEIS subsidy
for exporters was eliminated, the anti-export bias of the tariff structure was considerably reduced
because of tariff reductions on inputs. (b) The tariff structure has also been simplified. The

number of different MFN bands was 209 as recently as 2000, but it has been cut in half - to 100 in



2006. The proportion of duty free MFN tariff lines is up from 44.6 percent to 52.9 percent and
non ad-valorem tariffs which were 25.6 percent of all MFN tariffs now comprise just 2.9 percent
of all MFN tariffs. (c) In 2002, in a new SACU Agreement, commitments were made for
increasing the participation of the BLNS (Botswana, Lesotho, Namiba and Swaziland) in SACU
decision-making, (d) At the same time, the 2002 Agreement implemented a new revenue sharing
formula (RSF) that prevented South Africa from having to pay out more than its tariff revenues;
and finally (e) a number of regional initiatives have been negotiated and implemented, most
notably South Africa’s accession to the SADC trade protocol and its Trade, Development and

Cooperation Agreement (TDCA) with the European Union.

Table 1: Structure of MFN tariffs of SACU, 1990-06

MFEN |MEN [MFEN 2006
1990 1997] 2000f 2001} 2002|MFN |EU SADC |Total
1. Number of tariff lines > 13000 7824 7888] 6420] 6420] 6420
2. Number of different rates (bands) 200 209 150 100 95 9 150
3. Bound tariff lines (% of all tariff lines)* 96.4] 96.4] 96.4] 96.2] 96.6
4. Duty-free tariff lines (% of all tariff lines) 42.4] 44.6] 44.5] 43.6] 529 659 994 72.7
5. Non-ad valorem tariffs (% of all tariff lines) 25.6] 24.8] 24.6 2.9 2.9 2.3 0.1 1.8
6. Tariff quotas (% of all tariff lines) 8.1 7.4 7.2 7.3
7. Simple average applied rate 27.5 15 12.8 12 11 8.2 4.8 0.1
8. Import weighted average 6.6 7.4 7.9 0.1 7.3
9. Maximum rate 1389 187 78 108 108 60 108
10. Minimum rate 0 0 0 0 0 0
11. Agricultural products (HS01-24) 11.4 11.3 11.4 11.5 9.4 5.5 0.0
12. Non-agricutural products (HS25-97) 154] 129 12| 114 8.0 4.7 0.1
13. Domestic tariff "spikes" (% of all tariff lines)" 4 5.8 4.5 4.5 8.8 14 0.4
14. International tariff "spikes" (% of all tariff
lines)® 39.4] 344 34.1 34.9 21 8.8 0.2 10
15. Overall standard deviation of applied rates 17.8 15.1 13.9] 12.6] 11.1 7.9 1.6 0
16. "Nuisance" applied rates (% of all tariff lines) 0.2 0 0 1.4 1.3 0.8 0 0.7
. Not available.
n.a. Not applicable.
a Refers to Botswana, Namibia, South Africa, and Swaziland. Lesotho bound 100% of its tariff.
b Domestic tariff spikes are defined as those exceeding three times the overall simple average
applied rate (indicator 8.).
c International tariff peaks are defined as those exceeding 15%.
d Nuisance rates are those greater than zero, but less than or equal to 2%.
Note:  Indicators 3 and 6 are calculated taking into account all tariff lines (i.e. in-quota and out-of-

quota lines).
Source: Source: WTO Trade policy report (2003) and own calculations.



Nonetheless, as we will elaborate further, the tariff structure, the revenue sharing formula
and South African regional trading arrangements all have scope for improvement.' In the first
section of this paper, we discuss some desirable characteristics of tariff structures and then
characterize the current tariff structure in detail; in particular we provide measures of the nature
of current protection, the degree to which exports are taxed and point to its complexity and
opaque nature. In the second section we consider possible justifications for the current structure
such as the impact on employment, income distribution and infant industry protection. We find
that none are convincing. Current tariffs are inefficient in general and particularly inefficient with
the respect to their costs in supporting employment. They are regressive in their impact on
income distribution and preservationist rather than strategic in their orientation. We also consider
and reject the argument that a highly differentiated structure is really necessary to provide
producers of each individual product with precisely the protection they need. In our view a case-
by-case approach which sets individual tariffs differentially is more likely to be
counterproductive, misallocate scarce resources in the economy and reduce South African living
standards by giving the most protection to the activities in which South Africa is the least
efficient economically and the most organized politically.

In the third section we show how the structure could be improved through a far simpler
approach. Our tariff reform proposal is to simplify the tariff structure through the elimination of
tariffs on intermediate and capital goods and the reduction of tariffs on final goods by fairly large
percentages. This strategy relies heavily on the fact that what counts for any industry is its
effective rather than nominal rate of protection. What each industry cares about is not the
protection that is granted to the products that it produces but to the value that it adds. Tariff
protection on intermediate inputs reduces value added, while protection on final goods increases

value added. It is this basic notion that we exploit in our tariff liberalization design. By removing

! Originally, for example under the Uruguay Round in contrast to the current 100 band system,
South Africa was supposed to reduce the number of tariff rates to just six rates (0, 5,10,15,20, and 30
percent).



tariffs on inputs, we are able to limit the reductions in effective protection represented by the
reduction in final tariffs. In addition, import tariffs implicitly tax exports and confer negative rates
of protection. So an approach which eliminates input tariffs will also stimulate exports by

reducing or eliminating these penalties.

In the simulations we show that it is possible to find a structure that (a) provides a
reasonable amount of effective protection for labour-intensive final goods production, (b) confers
considerable benefits on SACU consumers thereby making the system less regressive, (c) reduces
taxes on exports, (d) improves the transparency of the system, (e) provides a clear norm against
which temporary exceptions for industrial policy and safeguard protection could be contrasted
and (f) creates incentives for a more rational approach to SACU revenue sharing. In the final
section of the paper, we consider a more explicit division of the aid and tariff-revenue sharing
components of the SACU revenue sharing formula. We also consider some options for SADC
and South Africa’s trade relations with other African countries, in particular emphasizing the role

of Free Trade Agreements rather than additional customs unions.

In focusing trade policy on these issues, we are aware that we are swimming somewhat
against the tide. In recent years, the tariff structure has not continued to be a focus of policy. In
part this reflects the view held by some, that the benefits from previous trade liberalization have
been disappointing. In particular, that while it stimulated imports; liberalization did little to
promote exports and thus contributed to the weak performance of employment growth in tradable
goods. It also reflects a belief that liberalization efforts in other developing countries and African
countries in particular, have produced disappointing results.” Industrial and other policies
designed to improve productive capabilities are seen as necessary for these countries to become

competitive exporters of manufactured goods. Accordingly, there are many who argue that before

2 Turok, B. (2007) “South Africa: EU agreement has “not been beneficial,” www.bilaterals.org
[accessed May 2007]. See Also World Bank (2006), Lall and Kraemer-Mbula (2005) and Shafaeddin
(2005).




South Africa undertakes further changes in its trade policy it needs to determine its overall
industrial policy strategy. The DTI (2006: 11), for example, argues that “Industrial policy must
lead trade policy more explicitly”. A further view is that unilateral reform cannot take place until
the institutional structures as outlined in the 2002 SACU Agreement are established. Under this
agreement changes to SACU tariff policy will be negotiated by all SACU members and decisions
will be arrived at by consensus. Finally there is a view that whatever liberalization is undertaken
should not be unilateral but instead implemented in the context of trade negotiations so that

reciprocal concessions can be obtained from trading partners.*

The result is that South African trade policy appears to be in a holding pattern awaiting
the development of an industrial policy and the conclusion of the Doha Round. But in our view,
even if they do not implement it immediately, it could be helpful if South African trade
policymakers had a clear idea of the direction in which trade policy should be moving and the
general attributes of the approach that should be adopted. Without an understanding of what an
appropriate tariff structure would look like, South Africa could find it difficult to respond to
proposals in the Doha Round and in its regional trade negotiations. More importantly perhaps,
clear guidelines on the desired structure of the tariff schedule and rules governing tariff changes
are actually required for effective implementation of industrial policy. Reform of the current
SACU tariff structure is therefore a pre-requisite for the development and implementation of a

future industrial policy.

We should add that it is certainly true that for some South African producers, trade
liberalization in the 1990s entailed painful adjustments. But two points about this previous

experience need to be stressed. First, South Africa was protecting many activities that were

3 This view is reflected in the DTI Industrial Strategy Document (2006: 22): “SA’s negotiating
objectives in the WTO and bilaterals are aimed at: enhancing market access for products of export interests;
eliminating industrial country subsidies and support to inefficient producers, particularly agriculture; and
re-negotiating rules that perpetuate imbalances in the international trade regime.”



simply not viable without that protection — permanent infants -- and thus the previous policies
were extremely inefficient and ultimately unsustainable at reasonable cost. Second, as we argued
in our earlier paper, (Edwards and Lawrence, 2006) the regime was particularly discriminatory
against the development of non-traditional exports. All in all, the evidence appears to indicate that
the net impact of the liberalization on employment was actually fairly neutral over the 1990s
(Edwards, 2001) and as Edwards and Lawrence demonstrate it did stimulate exports of non-
commodity manufactured goods. Thirdly, there is growing empirical evidence that trade
liberalisation explains much of the improvement in productivity growth experienced in South
Africa during the 1990s (Jonsson and Subramanian, 2001; Harding and Rattsg, 2005). Fourth, we

advocate accompanying these measures with specific adjustment programs (see section three).

We believe that a radically simplified tariff structure should be implemented as soon as
possible. However, we also believe that political and strategic decisions as to the timing and
phasing in of implementation and the use of additional liberalization as a bargaining chip in the
context of multilateral and regional negotiations are matters best left up to South African political

decision-makers.

We should add three further prefatory remarks. First, by focussing on the tariff structure,
we certainly do not mean to imply that it is a panacea, or a substitute for other policies designed
to enhance SACU’s international competitiveness. Indeed, we advocate it as a complement to
other forms of industrial policy, (See the papers by Hausmann, Rodrik and Sabel for this project).
While we argue there should be a simple, generally applicable, tariff rule, we would still allow for
a few priority sectors to be given exceptional tariff treatment on two grounds. On the one hand,
industries that merit some form of infant industry protection; and on the other hand, industries
that experience particularly difficult adjustment challenges (“substantial injury due to imports™)
and merit protection in the form of temporary safeguards to limit dislocation. In both cases,

however, the “rule” whereby these exceptions are granted needs to be defined.



But we would like to eliminate distinctive treatment between industries in the absence of
a sound reason for doing so. Our analysis of the current structure, by contrast, suggests that much
of it is simply a reflection of the relative strengths of previous sector lobbying efforts. As a result,
it is riddled with inconsistencies and arbitrary decisions that have inadvertent effects. * At a
minimum, the basis for differential treatment is not explicit and thus, even if protection was
justifiable at some time in the past, it is hard to know if the original basis for that protection still
prevails. It is inadequate to simply invoke the mantra of “infant industry” protection to justify
whatever the existing level of tariffs is. The infant industry rationale must be justified on the
grounds that the social costs of protection today will be more than offset by the gains from
developing an industry that will be competitive in the long run. But we will show below, that the
current tariff structure is not actually designed with a view to developing industries that can
eventually become competitive. It appears, instead, as though currently the reason for trade
protection is the idea that it is better to makes things locally than to import them. But this is a
very weak rationale since it ignores the potential gains from trade and the costs of this behaviour

need to be taken into account.

Second, it is important to remember that South Africa currently allows its exchange rate
to float freely. As a result, protection keeps the exchange rate stronger than it would otherwise be.
If protection is applied inefficiently, it imposes additional costs on the economy by hurting other
sectors that could benefit from a more competitive exchange rate. By contrast, trade
liberalization would weaken the Rand and help spur producers that at the margin are more

efficient in exporting and/or competing with imports.

* Consider, for example that in 2004 tariff rates on fish included Salmon, Trout, and smoked fish
at 25 percent while Tuna, Sole, Halibut, lobster and crabs were duty free. Rates were 35 percent for
mangoes, 20 percent for strawberries, 15 percent for pineapples, 10 percent for dried apricots, 5 percent for
bananas, oranges, grapes, pears and kiwi while nuts were duty free. Because black fermented tea was
subject to a specific rate of $647.08 per ton, the ad valorem equivalent rate for packings greater than three
kilos (kgs) was 29.53 percent but it was just 7.56 percent for packings less than 3 kgs. It is hard to
understand why social welfare is enhanced by encouraging tea to be imported in small packings!.
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Third, in providing simulations that use specific numbers and classification schemes we
do not intend to claim that they are necessarily the best ones. We simply mean to illustrate
general approaches. In particular, to show how the principle of effective protection can be
exploited to generate improvements and simplification. Ined, it is likely to be the case, that after
further investigation and research, those responsible for tariff policies will come up with a
different and more appropriate set of rates and classification system. But if, through this analysis,

we can stimulate the exploration of such options, we will have achieved our purpose.
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Section 1: Features of the current tariff structure

In this section we explore several features of the current SACU tariff structure. In particular, we

consider several measures of its restrictiveness, its effects on taxing exports and its complexity.

Table 2: Summary of SACU tariff schedule

2006
2006
2006 MFN 2006 EU
SADC Total
AVE AVE AVE

Simple Average 8.2% 4.8% 0.1% 4.4%
Import weighted averages

All goods 7.4% 7.9% 0.0% 7.3%

Final goods 20.2% 16.8% 03%  18.6%

Inputs 5.8% 8.5% 0.0% 6.5%
Trade Restriction Index

All goods 14.8% 16.9% 0.8% 152%

Final goods 25.8% 26.7% 24%  26.0%

Inputs 12.3% 17.7% 09% 14.2%
Max 108% 108% 60% 108%
sd 11% 8% 2%
coeff var 1.36 1.65 15.73
Frequency
less than or equal to 0% 53% 66% 99% 73%
0% < #lines < 5% 7% 2% 0% 3%
5% < #lines < 10% 9% 5% 0% 5%
10% < #lines < 15% 10% 18% 0% 9%
15% < #lines < 20% 8% 2% 0% 3%
20% < #lines < 30% 9% 6% 0% 5%
more than 30% 4% 1% 0% 2%

Total lines 6,670 6,673 6,673 20,016

Note: Passenger vehicles are included as both final goods and inputs (intermediate and capital goods). Ad
valorem equivalents using 2006 import unit values are calculated for all non ad valorem rates.

Protection. As is evident in Table 2, by the most relevant measures, protection actually remains
quite significant in SACU even though a simple average of 2006 tariffs seems to indicate that the
economy is quite open. The simple average of tariff lines, for example, is just 4.4 percent.
However weighting lines by import shares raises the average rate to 7.3 percent. And, as is well

known, simple averages may understate protection for three reasons. They may use the wrong
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weights, fail to take account of tariff variability and overlook the interactions within the tariff

structure (through tariff escalation for example).

The problem with conventional import- weighted measures is that high tariffs will lead to
low import volumes so the weights are biased downwards. In addition, import-weighted averages
are poor measures of the welfare effects of tariff protection which, (with linear demand and
supply curves) are proportional to the square of the tariff rate. The full extent of tariff distortion
(size of the deadweight triangle) will be a function of both the height of the tariff as well as the
elasticity of demand and supply. Thus, even if the average level is ten percent in both cases, if all
tariffs are ten percent, there will be much less deadweight distortion than if half are zero and the

other half are twenty percent.

Trade Restrictiveness Index. To capture these considerations, we follow the work of
Anderson and Neary (1994) to construct a trade restrictiveness index (TRI). We use the approach
described in Feenstra (2005). The TRI is a measure of the uniform tariff that if applied to imports
instead of the current structure of protection would leave home welfare at its current level.” We
calculate the TRI using 2006 tariffs for SACU and detailed product import elasticities obtained
from Kee et al. (2004).° This calculation indicates that import weighted average tariffs under-

estimate the restrictiveness of trade as measured by the uniform tariff TRI equivalent by

5 The TRI index can be calculated as:
, /2
Zn mngnTn
Zn mngn

where m is the import value, ¢ is the elasticity of import demand and T is the tariff. The TRI is
therefore the weighted sum of squared protection levels, where weights are given by the elasticity of import
demand and imports.

® Hiau Looi Kee, Alessandro Nicita, Marcelo Olarreaga, 2006. Estimating Trade Restrictiveness
Indices. The HS6 digit elasticities are applied uniformly to all sub-digits. Where no map was found, the
simple average Hs4 digit elasticity was applied.

TRI =
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approximately 50 percent.” The import weighted average tariff for MFN, EU and SADC
combined equals 7.3 percent, while the TRI uniform equivalent is 15.2 percent. *

Another important consideration is the difference in tariff levels by end-use classification.
We draw upon the Classification by Broad Economic Categories (BEC) maintained by UN
Statistics. to identify final consumer goods, intermediate inputs and capital goods. The category
“Passenger vehicles (BEC 51)” is both a capital good and a final consumption good and we
therefore present measures of protection in Figure 1and Figure 2 for vehicles (all vehicle products

including passenger vehicles) separately.

Figure 1: Import weighted tariffs by end-use classification, 2006

Import weighted tariffs by degree of processing

20%

18%
16%

14% -
12%

10% -
8% -

6% -
4% |

2% -
0% -

Capital goods Consumption goods Intermediate goods Grand Total

@ Excluding vehicles m Including vehicles

" Kee et al. (2004) estimate a TRI (tariffs only) for South Africa of 13.6 and a TRI (tariffs and
non-tariff barriers) of 16.2. However, these underestimate protection as they do not account for tariffs on
HS98 Original equipment components, which are specific to South Africa, and have relatively high tariffs
(26 percent) and high import volumes.

¥ The extent of under-estimation is similar to that found by Anderson (1998) for 27 other
countries.
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Figure 2: Trade restrictiveness index by end-use classification, 2006

TRI by degree of processing

30%

25%
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Capital goods Consumption goods Intermediate goods Grand Total

@ Excluding vehicles m Including vehicles

In 2006, the average tariff on final consumer goods at 18.6 percent is substantially higher
than that on capital goods (8.7 percent) and intermediate inputs (5.6 percent). The presence of
tariff escalation means that Effective Rates of Protection (ERP) vastly exceed nominal rates,
especially for finished goods (Figure 3).” Indeed, input tariffs are generally lower than tariffs on
final goods in almost all sectors besides printing, beverages, rubber and glass. Effective rates of
protection on final consumption goods are very high (in excess of 100 percent) for clothing,
textiles, leather, footwear and vehicles (Table 3).'° The GDP weighted average ERP in
manufacturing for all final consumption goods is 40 percent. Production for the domestic market
is thus much more attractive than production for exports — so in essence South Africa’s trade

policy continues to heavily favour import substitution rather than exporting.

9 ERP, = (t, - Z at) /(1 _ Z a;) where t; is the tariff on outputs, t; is the tariff on inputs and a;; is

the quantity of intermediate input i used in the production of one unit of j.
19 Effective protection rates are calculated according to the Balassa method.



Figure 3: GDP weighted effective rates of protection, 2006
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Notes: HS 8-digit products are classified as Consumption goods (Final) or inputs (Capital and Intermediate

goods) according to the Broad Economic Categories (BEC) classification available from UN Statistics.
Passenger vehicles (BEC 51) are treated as both final and intermediate goods. ERP and export tax values

are calculated using a SU table for 2002. The supply use table is deflated to world prices using the import

weighted average tariff for each sector. In calculating ERP for final goods, we use the final tariff on outputs
and the input tariff on intermediate inputs. For ERP input, we use the input tariff on both outputs and inputs
and for ERP average we use the import weighted average tariff of all products to deflate final and

intermediate goods.

Tariffs include ad valorem equivalent for specific and mixed tariffs. Ad valorem equivalents for non-ad

valorem rates are calculated using import prices for 2006.

ERP for motor vehicles and parts include the 27 percent import rebate.

The 2002 GDP as provided by the SU table are used as weights.

Table 3: Measures of protection by sector, 2006

Anti-
Finalgood Input  ERP final ERP Export  export Anti-export
tariff tariff goods inputs tax bias final bias inputs

goods
Agriculture 6% 2% 7% 1% -3% 1.1 1.0
Coal mining 0% 0% 2% 2% 2% 1.0 1.0
Gold mining 0% 0% -1% -1% -1% 1.0 1.0
Other mining 0% 0% -1% -1% -1% 1.0 1.0
Food 12% 8% 51% 27% -15% 1.8 1.5
Beverages 3% 5% 0.5% 9% -6% 1.1 1.2
Tobacco 19% 14% 64% 45% -5% 1.7 1.5
Textiles 23% 15% 139% 76% -10% 2.7 2.0
Clothing 37% 20% 176% 75% 4% 2.6 1.7
Leather prods 28% 7% 155% 13% -29% 3.6 1.6
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Footwear 29% 0% 153% -23% -18% 3.1 0.9
Wood & prods 21% 3% 61% 5% -5% 1.7 1.1
Paper & prods 17% 2% 65% 3% -6% 1.8 1.1
Printing 0% 4% -3% 7% -3% 1.0 1.1
Petrol ref 0% 0% 1% 1% -1% 1.0 1.0
Basic chems 1% 2% -1% 4% -3% 1.0 1.1
Other chems 2% 2% 2% 2% -6% 1.1 1.1
Rubber prods 8% 14% 35% 66% -7% 1.5 1.8
Plastic prods 16% 11% 50% 31% -8% 1.6 1.4
Glass & prods 4% 8% 6% 20% -5% 1.1 1.3
Non-met mins 24% 5% 76% 12% -3% 1.8 1.2
Bas iron & st 0% 2% -5% 5% -4% 1.0 1.1
Bas n-fer met 0% 0% -1% 1% -1% 1.0 1.0
Metal prods 17% 5% 58% 14% -5% 1.7 1.2
Machinery 12% 0% 40% -4% -4% 1.5 1.0
Electr mach 11% 5% 39% 11% -8% 1.5 1.2
Tv & coms eq 9% 1% 24% 0% -2% 1.3 1.0
Scientific eq 0% 0% -4% -4% -3% 1.0 1.0
Motveh & parts 31% 26% 153% 117% 14% 2.2 1.9
Oth trnsp eq 2% 0% 5% -2% 0% 1.0 1.0
Furniture 18% 16% 51% 43% -7% 1.6 1.5
Oth industry 4% 2% 6% 1% -4% 1.1
Electricity -1% -1% -1% 1.0
Water suppl -1% -1% -1% 1.0
Construct -8% -8% -6% 1.0
Civil eng -4% -4% -4% 1.0
Trade -1% -1% -1% 1.0
Cat & accomm -4% -4% -4% 1.0
Trnsp & stor -4% -4% -3% 1.0
Communcat 2% -2% -1% 1.0
Insurance & banking services 0% 0% 0% 1.0
Other business services -1% -1% -1% 1.0
Med serv -2% 2% -2% 1.0
Oth serv 2% -2% -2% 1.0
Gen govt -2% -2% -1% 1.0

Notes: See figure above. Export taxes include estimates of the DCC, IRCC and 470.03. We use the
average import penetration ratio for the sector to identify the domestic content of imports. This may bias
our measure of export taxes upwards as exporters may use a more import intensive production structure
than the average for the sector.

Export Taxes. The existence of tariffs on inputs also means that exports are inadvertently taxed.
South Africa, does however, make provision for duty drawbacks and rebates for exporters under
various different schemes such as the 470.03 scheme (under Schedule No. 4) and item 521 (under
Schedule No. 5). These rebates and drawbacks are only granted where the inputs are directly used
and not where they are embodied in domestic products. Inevitably this gives rise to a process that
is both bureaucratic and cumbersome and only partially compensatory for the cost raising impact

of tariffs.
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SA also offers two major sector specific export incentives. Under the Motor Industry
Development Programme (MIDP), exporters of autos and auto components earn an Import
Rebate Credit Certificate (IRCC) based on the local value of the exports. This can either be traded
or used to rebate duties on imported components or fully assembled vehicles (Kaplan, 2003).
Given the high tariffs on components and vehicles, these IRCCs are a significant incentive for
auto export production (Flatters, 2002). The second export incentive is provided to clothing and
textile exporters under the Duty Credit Certificate Scheme (DCCS), although this has been
replaced by the interim Textile and Clothing Industry Development Programme (TCIDP). The
DCCS allowed firms to claim a rebate on duty for proven exports. As outlined in Kaplan (2003),
the level of support depends on the product exported — with highest support for clothing followed

by fabric and then yarn.''

Despite these rebates, our estimates indicate that tariff protection continues to tax export
production. Relatively high implicit export taxes (tariff costs as percent of world value added) are
found on leather products (29 percent), footwear (18 percent), food (15 percent) and textiles (10
percent) (see table 3 above). The export incentives provided to autos, however, more than
compensate for the tariff on inputs leading to a net subsidy of 14 percent of value added
(measured at world prices) for that sector. But even in this case, high effective rates of protection
mean that production for the domestic market remains more profitable than production for the
export market (Figure 4). Indices of the anti-export bias, which measure the profitability of
production for the domestic market relative to the export market, exceed 1 for almost all sectors.
In manufacturing, production of final consumer goods for the domestic market is on average 46

percent more profitable than production for the export market.

" Firms that exported more than 15 percent of their turnover received greater support. See Kaplan
(2003) for a detailed discussion on the various limitations of the DCCS.
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Figure 4: Anti-export bias by end-use classification, 2006

Anti-export bias by end-use and sector
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Notes: The anti-export bias is measured as (1+ERP)/(1+export tax). Values greater than 1 indicate that
production for the domestic market is more profitable than production for the export market. Export values
in 2002, as provided by the SU table, are used as weights.

There are further limitations regarding the use of duty rebates as a mechanism to offset
the cost raising effects of tariffs on production. As noted above, high effective rates of protection
in most sectors continue to stimulate production for the domestic rather than export market. We
found evidence of this in Edwards and Lawrence (2006) where nominal tariffs and effective rates
of protection are shown to reduce export orientation in South African manufacturing industries.
The 470.03 rebates and 521 drawbacks are also most beneficial to large firms that import a high
proportion of their inputs. However, even for these firms the administrative burdens are high as
they are required to import the inputs themselves and ensure a clear audit trail which often
requires storage in separate warehouses. For firms that are more reliant on domestic inputs or that
purchase imported intermediate goods from retail agents, tariffs continue to discourage exports.
Rebates also create an incentive not to use domestically produced inputs in exports. The rebates
thus inhibit the development of local supply chains linking domestic producers of intermediate

inputs to exporters. This is also a problem with export processing zones. The implications of this
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are weaker upstream linkages between export producers and their input suppliers and hence lower

multiplier effects from export growth.

Table 4: US Imports From Lesotho (1,000 dollars)

2006 (to 2007 (to
2000 2001 2002 2003 2004 2005 2006 April)  April)

AGOA (excluding

GSP) 0 129,523 317,803 372,544 447,622 388,344 384,452 113,268 129,053
No program claimed 140,150 87,573 3,446 20,382 19,244 14,887 23,816 2,593 14,540
Total 140,150 217,096 321,249 392,926 466,866 403,231 408,268 115,861 143,593

If there was ever an experience that demonstrates the importance of input tariffs on inputs
in retarding exports it is that of Lesotho responding to the benefits of AGOA. Lesotho is able to
sell competitively in the United States, with its exports not only growing rapidly but also showing
some resilience in 2007 after adjusting to the end of the MFA (Multi-fiber Arrangement) at the
start of 2005. Yet Lesotho has not matched this performance in garment sales to South Africa.
What explains the difference? It is not the degree of preference on the products since South
Africa’s clothing tariffs are higher than those of the United States (which are typically around 17
percent). Instead it is the different treatment of inputs. If Lesotho wants to compete within SACU
it has to pay the tariffs in its inputs or buy domestic inputs whose prices are raised by tariffs. But
this is not the case for its exports to the USA. Under AGOA conditions, Lesotho is treated as a
"lesser developed beneficiary country”. In addition to the other preferential terms available under
AGOA, Lesotho receives duty-free access for clothing wholly assembled in Lesotho, regardless
of the country of origin of the fabric used.'” This has been a considerable benefit to Lesotho
which, because of existing investment from South Africa and Asian sources, is well poised to

take advantage of these provisions."> This suggests that if garment producers in Lesotho or the

'2 There is a general limitation of the "applicable percentage" of the aggregate square metre
equivalents of all apparel articles imported into the United States in the preceding 12-month period for
which data are available Under AGOA II legislation, the cap has been doubled; see AGOA online
information. Available at: http://www.agoa.gov/About AGOA/AGOII_summary.pdf.

1 All the factories operating in Lesotho are "cut, make and trim" operations; other aspects, from
design to finance, are dealt with in the overseas head offices.
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rest of SACU were given similar access to fabric inputs at world prices, they could be far more

competitive.

Complexity. The schedule also remains very complex. As of 2007 there were still 78 different ad
valorem rates and 119 specific and mixed duties, for a total of 154 different rates. There remain a
fairly large number of tariffs (7 percent of all lines) with rates between 0 and 5 percent. These are
so-called nuisance tariffs that could surely be eliminated without significantly reducing

protection.

Table 5: Indicators of tariff complexity

2006 2007

MFEN EU SADC Total MFEN EU EFTA SADC Total
tariff type
advalorem 6,478 6,517 6,669 19,664 6,249 6,289 6,261 6,416 25,215
specific 103 65 2 170 85 47 73 2 207
specific max 24 38 0 62 26 28 26 0 80
mixed 63 48 2 113 55 51 55 2 163
formula 5 5 0 10 5 5 5 0 15
TOTAL 6,673 6,673 6,673 20,019 6,420 6,420 6,420 6,420 25,680
Percent
advalorem 97% 98%  100% 98% 97% 98% 98%  100% 98%
specific 2% 1% 0% 1% 1% 1% 1% 0% 1%
specific max 0% 1% 0% 0% 0% 0% 0% 0% 0%
mixed 1% 1% 0% 1% 1% 1% 1% 0% 1%
formula 0% 0% 0% 0% 0% 0% 0% 0% 0%
TOTAL 100% 100% 100% 100% 100% 100% 100% 100% 100%
Number of
rates
TOTAL 100 95 9 150 90 88 106 8 154
Ad valorem 38 37 6 58 36 43 52 5 78
Other 62 58 3 92 54 45 54 3 76

South Africa’s tariff schedule also remains relatively complex compared to other upper
middle income economies. Figure 5 below presents various indicators of the 2006 tariff schedule
for South Africa, upper middle income economies and the world. The data are sourced from the
World Tariff Profiles 2006 report and the simple average for the country groups is calculated. The
ascending rank of South Africa in the full sample of countries (147 in most cases) is also

presented above the bars.
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Figure 5: International comparison of SACU tariffs
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Source: World Tariff Profiles 2006.
Notes: International tariff peaks are defined as those exceeding 15 percent. Nuisance rates are those greater
than zero, but less than or equal to 2 percent.

SA is similar to other upper middle income economies in terms of its average rate
binding coverage. The similar averages, however, hide a considerably larger proportion of duty-
free lines in South Africa compared to the average for upper middle income economies (57
percent vs. 26 percent), implying that the average non-zero tariff is relatively high in South
Africa. A similar proportion of tariff lines have tariffs in excess of 15 percent (international tariff
peaks), but South Africa has double the proportion of domestic spikes (percentage lines with
tariffs greater than 3 times the average rate). Compared to the full sample of 147 countries, South
Africa has the 10™ highest proportion of domestic spikes. In addition, South Africa tends to have
a relatively large number of distinct duty rates (including ad valorem equivalent rates).'"* Overall,
this leads to a relatively large coefficient of variation for the South African tariff schedule in

2006.

' Equivalent specific duties (e.g. 5c/kg) will have different ad valorem rates if the international
price differs across products.
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Section 2: Is the current tariff structure justifiable?

As we have shown, the current tariff structure continues to provide considerable
protection for some sectors. It also discourages exports, is still complex and quite opaque. But
perhaps the structure can be rationalized and the protection and complexity justified. For
example, tariffs might provide job protection in a reasonably efficient manner or they could
nurture infant industries, alleviate poverty, or provide income support for less-skilled workers. If
one or more of these goals were being accomplished, then the protection and complexity we have
found might still be merited. In fact, we come to precisely the opposite conclusion. While the
current structure does support some jobs at relatively low costs, many tariffs preserve jobs at a
considerable cost to consumers. This is significant because as we will show the incidence of
tariffs is regressive. We also find that infant industry considerations cannot explain the current
tariff structure which for the most part appears to reflect a preservationist rather than a strategic

orientation.

In order to consider the costs and potential benefits of current protection, we develop a
partial equilibrium framework. This should be born in mind since it means we are actually
measuring the initial impact effects of tariff reductions on employment rather than long run,
general equilibrium effects. Since liberalization would induce a decline in the trade balance it
would also be likely to induce a weaker exchange rate. That in turn would stimulate exports and
reduce imports, thereby providing an offsetting increase to employment. Similarly, the job loss
numbers we estimate are upper bounds of the number of workers who would actually be rendered
unemployed, since to some degree employment could be reduced through normal voluntary
attrition. On the other side of the ledger though is the consideration that the adjustment costs of

dislocation and unemployment are not explicitly accounted for in the net social welfare
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calculations. In the US literature (.e.g. Magee (1972) and Baldwin & Richardson)(1980)) these
have been found to be far less than the net welfare gains, but given the current South African rate

of unemployment such costs could be significantly higher. "°

On the import side we use disaggregated import demand elasticities for South Africa that
are derived from Kee et al. (2006). Since we assume goods are homogeneous, we know that the
import demand elasticity measure is actually an excess demand elasticity reflecting both domestic
demand and supply. We therefore decompose the import elasticities into demand and supply
responses. We ensure consistency with these import demand elasticities by assuming that the

elasticity of supply = — 0.5 elasticity of demand.

We make another innovation. Most similar studies of the costs of protection ignore the
effects on exports. However, we make some effort to include this effect. Exports are modelled as
a function of value added. Hence changes in exports are estimated by calculating the reduction in
the tariffs on intermediate inputs arising from tariff liberalisation. Assumed export supply
responses are -0.4 per unit change in export tax for manufacturing and agriculture and -0.1 for

mining. '

Finally, we also include non-government services. To model the effect of liberalisation
on services, we impose the assumption that output prices are fixed (the Balassa assumption in
calculating ERP) and assume a supply elasticity equal to two thirds of the average for all traded

sectors. We are purposefully conservative in our treatment of services as we do not wish this

"> Magee (1972) found that the (static) benefits from removing all US trade restrictions in 1971
over a five year period would be 100 times greater than the wages that would be lost during the transitional
unemployment required for displaced workers to find new jobs. Baldwin, Mutti and Richardson (1980)
undertook a similar, but more inclusive analysis that took account of capital adjustment costs and found
that the gains from trade liberalization were some 20 times greater than adjustment costs. In South Africa,
the low employment rate implies that a large number of individuals are supported by each worker. At the
same time, poor households are primarily dependent on government transfers and income from services
sectors and not income from protected sectors. The poor may therefore derive greater proportionate benefits
from cheaper goods.

' The -0.4 coefficient is taken from Edwards and Lawrence (2006).
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sector to dominate results. The implication is that we under-estimate the positive impact of

liberalisation on employment and output in these sectors. Our estimates are reported in Table 6.

Table 6: Estimated welfare effect of liberalising protected sectors

Change in
Change in Change in domestic Change in Consumer Tariff Net Net national
imports  exports sppply employment surp l.us revenue national Welfare
(%) (%) (1mpqrt (number) galln/ job loss (Rm) Welfare gain/output
competing) (R'000) gain (Rm) (%)
(%)

Agriculture 3.2% 1.3% -0.1% 921 1 101 4 0.0%
Coal mining -0.3% 0.2% 0.0% 57 0 0 0 0.0%
Gold & Plat 0.0% 0.1% 0.0% 167 0 0 0 0.0%
Other mining 0.0% 0.1% 0.0% 93 0 1 0 0.0%
Food 12.7% 6.6% -1.0% -987 75 1,228 115 0.1%
Beverages 1.7% 2.6% 0.0% 94 21 56 2 0.0%
Tobacco 64.2% 1.9% -0.8% -13 664 29 13 0.1%
Textiles 20.5% 4.3% -5.1% -2,056 31 705 92 0.5%
Clothing 36.2% -1.7% -13.0% -9,395 78 1,548 556 4.3%
Leather prods 7.3% 14.4% -2.0% 222 35 250 16 0.4%
Footwear 19.7% 8.5% -12.2% -1,262 162 1,196 132 4.3%
Wood & prods 3.4% 2.1% -0.2% 11 1 80 1 0.0%
Paper & prods 2.7% 2.5% -0.2% 50 9 176 7 0.0%
Printing 2.2% 1.3% -0.2% -104 0 40 1 0.0%
Petrol ref 0.5% 0.3% 0.0% 0 8 1 0 0.0%
Basic chems 1.1% 1.3% -0.2% 23 1 290 1 0.0%
Other chems 0.9% 2.7% -0.1% 52 12 401 2 0.0%
Rubber prods 7.8% 2.9% -2.7% -281 21 508 15 0.2%
Plastic prods 8.5% 3.3% -0.8% =222 2 499 9 0.0%
Glass & prods 7.0% 2.0% -1.0% =719 1 90 2 0.0%
Non-met mins 6.9% 1.0% -0.9% -447 2 288 7 0.0%
Bas iron & st 1.5% 1.6% -0.1% 350 0 33 3 0.0%
Bas n-fer met 0.0% 0.3% 0.0% 24 0 51 0 0.0%
Metal prods 5.4% 2.2% -0.7% -382 1 491 9 0.0%
Machinery 0.2% 1.8% 0.7% 996 3 726 15 0.0%
Electr mach 4.5% 3.2% -1.1% -302 14 637 15 0.0%
Tv & coms eq 1.8% 1.0% -0.9% -61 56 183 15 0.2%
Scientific eq -0.2% 1.4% 1.3% 122 0 15 0 0.0%
Motveh & parts 23.6% -5.0% -10.2% -12,458 89 7,572 1,546 1.2%
Oth trnsp eq -0.1% 0.2% 0.3% 39 2 45 0 0.0%
Furniture 10.7% 3.0% -2.2% -395 30 354 28 0.2%
Other manufacturing 2.7% 1.6% -0.3% 0 12 256 8 0.0%
All sectors (excl gov) 6.5% 0.6% -0.5% -20,426 6 17,850 2,625 0.1%
Traded sectors 6.5% 0.6% -1.5% -25,223 17 17,850 2,613 0.2%
Manufacturing 7.8% 0.9% -1.8% -26,461 31 17,748 2,609 0.2%
excl vehicles 3.7% 2.0% -0.7% -14,003 25 10,176 1,063 0.1%

Notes:
e  All data are for 2006. Output and employment data are sourced from Quantec.
e  The 27% import rebate granted to producers of vehicles is included in estimates of the ERP. The
DCC and IRCC are included in estimates of the export tax for vehicles and clothing & textiles.
The rebates granted under 470.02 and 521 are calculated assuming a zero tariff on imported
content of exports. Imported content is estimated using the average import penetration ratio for
each sector
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The overall distortion to the economy as share of domestic production of traded goods
(agriculture, mining and manufacturing) is 0.2 percent. Given the ratio of GDP/Gross output for
these sectors is approx 31 percent, this implies that the deadweight loss is approx 0.65 percent of
GDP in agriculture, mining and manufacturing or approximately 0.22 percent of total GDP.
Taking this perspective suggests that trade protection does have significant effects but these do
not appear to be sufficiently large enough for the static (efficiency) effects of liberalization to
provide a very strong boost to incomes. Nonetheless, looking more closely at the individual
industry estimates indicates some distortions that are relatively large. In particular, the largest
deadweight distortions are in the clothing (4.3 percent of output) footwear (4.3 percent) and

motor vehicles (1.2 percent) sectors.

Table 7: Estimated direct employment effects of liberalisation

. Due to: Total

Change in . . Revealed

Domestic Total. Due to: — Intermedi Due to: change . Comparative

productio change in Househo_ld ate a_md Exports employ Gain/loss Advantage,

n (Rm) employment consumption capital ment 2006
goods (%)

Agriculture 108 921 -340 -130 1,391 0.1%  Gain 0.3
Coal mining 41 57 0 8 49 0.1%  Gain 0.8
Gold & Plat 38 167 0 0 167 0.1%  Gain 1.0
Other mining 62 93 0 0 93 0.0%  Gain 0.2
Food -771 -987 -1,361 -233 607  -0.6% Loss -0.3
Beverages 97 94 -2 -7 104 0.2%  Gain 0.3
Tobacco -52 -13 -20 0 7 -0.5% Loss 0.7
Textiles =770 -2,056 -940 -1,293 178  -43%  Loss -0.5
Clothing -1,598 -9,395 -8,488 -829 <77 -123%  Loss -0.8
Leather prods 120 222 -87 -26 335 2.8%  Gain 0.0
Footwear -365 -1,262 -1,318 41 15 -11.9% Loss -1.0
Wood & prods 4 11 -7 -97 115 0.0%  Gain -0.1
Paper & prods 60 50 -31 -33 114 0.1%  Gain 0.0
Printing -42 -104 14 -134 16  -0.2% Loss -0.8
Petrol ref 0 0 -2 -3 5 0.0%  Gain -0.1
Basic chems 77 23 0 -38 61 0.1%  Gain -0.1
Other chems 85 52 -11 -23 85 0.1%  Gain -0.6
Rubber prods -184 -281 -64 -273 56 -2.0% Loss -0.5
Plastic prods -154 -222 -8 -282 68  -0.6% Loss -0.5
Glass & prods =51 -79 -1 91 13 -0.8% Loss -0.5
Non-met mins -183 -447 -33 -454 40 -0.7% Loss -0.5
Bas iron & st 627 350 0 -44 393 0.7%  Gain 0.7
Bas n-fer met 36 24 0 0 24 0.1%  Gain 0.2
Metal prods -153 -382 -55 -684 357  -03% Loss -0.1
Machinery 412 996 -165 740 422 0.9%  Gain -0.5
Electr mach -235 -302 -126 -286 110 -0.7%  Loss -0.6
Tv & coms eq -55 -61 -75 6 8 -0.7% Loss -0.8
Scientific eq 51 122 45 62 14 1.3%  Gain -0.8
Motveh & parts -11,986 -12,458 -2,996 -8,153  -1,309  -9.2%  Loss -0.4
Oth trnsp eq 36 39 -7 43 3 0.3%  Gain -0.7
Furniture -114 -395 -409 -259 273 -1.0%  Loss 0.0

Other manuf 0 0 -141 -34 175 0.0%  Gain -0.3



26

All sectors (excl gov) -12,933 -20,426 -0.3%
Traded sectors -14,856 -25,223 -16,628 -12,504 3909  -1.0%
Manufacturing -15,105 -26,461 -16,289  -12,381 2,209 -2.0%

excl vehicles -3,119 -14,003 -13,293 -4229 3518 -1.2%

Note: Exports declined in the case of motor vehicles as lower tariffs reduce the implicit export
subsidy provided under the MIDP in the form of IRCC. Similarly, growth in exports of clothing and textiles
are tempered by the lower value of the Duty Credits when tariffs are reduced to zero. Revealed comparative
advantage is calculated as (exports — imports)/(exports + imports), i.e. a value greater than zero identifies a
comparative advantage.

What about employment? As would be expected, the overall impact effect of removing
tariffs on employment in traded sectors is negative. This is primarily attributed to the declines in
employment in Motor vehicles and parts (12,458 jobs), clothing (9,395) textiles (2,056) and
footwear (1,262). The net overall effect is a decline in employment in traded sectors of 1 percent,

i.e. 25 thousand jobs.

At the sector level, however, liberalization can also increase employment by raising
output via three avenues: Firstly, through improving profitability and raising output in sectors in
which effective rates of protection are increased. And secondly, through improving export
profitability and boosting exports through a reduction in anti-export bias. The third avenue is
through growth in services in response to lower input costs. We find that employment does
increase in 15 of the 32 traded sectors in our sample, most of which are export oriented sectors.
In addition to an increase in employment in agriculture and mining there are gains, amongst
others, in beverages, leather products, iron and steel and scientific equipment. Interestingly
exports are boosted strongly in leather products, (14.4 percent) footwear (8.5 percent) and food
(6.6 percent). Finally, we estimate a rise in employment in non-governmental services of around

5,000.

Another way of looking at this issue is to focus on the redistribution from consumers to
producers. In this regard an illuminating perspective is how much consumers pay per job under
current protection. The answer, in some sectors is a very large amount, particularly when

compared to the average take home pay of workers in manufacturing of 95 thousand rand. The
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most startling are the costs paid by consumers to for each and every job in Tobacco (R664
thousand) and footwear (R162 thousand). Note that these values reflect the consumer surplus
transferred per job in the entire industry, i.e. in the production of inputs, final goods and exports.
The transfers close to triple if we look at the transfer per employee in the final goods sector.
There are also very high costs for consumers per job in Motor vehicles (R89,000), TV and
communications equipment ( R56,000), Clothing (R78,000) and Food (R75,000). Also striking is
the variance in these costs. Even though on average consumers pay R31,000 per manufacturing
job, it is clearly not the case that trying to save jobs in a relatively efficient manner is something
that is achieved by the current tariff structure.

The cost to society is starker if we focus on the net national welfare gains and consumer
gains per job lost (Figure 6). If we focus on the results for all sectors (excluding government
services), the current tariff structure reduces national welfare by R129 thousand per job saved.

The cost per consumer is an astounding R2 million per job saved.

Figure 6: Welfare gains per job lost from elimination of tariff protection
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If there was to be complete liberalization, the largest Rand value boost to consumer
welfare would occur from liberalizing motor vehicles and food products. Indeed, the results in

Figure 7 which present the distribution of consumer surplus gain from eliminating tariff barriers,
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clearly show that the bulk of the distortions to consumers are located in a few sectors. In the
figure, the cumulative gain in consumer surplus is presented on the Y-axis, while the level of
protection on final consumer goods is provided on the X-axis. Removal of tariffs on motor
vehicles and food products have the largest impact on consumer welfare and each sector accounts
for 28 percent of the overall consumer surplus gain. This is followed by clothing (14 percent). 71
percent of the consumer surplus gain from the elimination of tariff barriers is accounted for by

these three sectors alone.

Figure 7: Distribution of consumer surplus gain from eliminating tariff barriers
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In sum, the current tariffs serve to preserve some jobs in particular sectors, but they do so
at a cost to society at large and at a considerable cost to consumers. It is also of interest to
consider who those consumers are. There are two factors that need to be taken into account. First,
what share of their overall incomes do consumers at different income levels spend on tradable
goods? and second, what tariff rates are charged on the particular goods bought by consumers at

different income levels? It turns out that the dominant effects of the tariff structure on income
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distribution operate through the first effect. That is, the poor spend the majority of their income
on tradable goods, while those in wealthier deciles spend proportionately more on services that
are not subject to tariffs. In particular, tradable goods such as food, alcohol and tobacco account
for over 40 percent of household expenditure for households in the lowest three deciles and if we
include primary agriculture, this share rises to just over 50 percent (Table 8). In general, this also
means that tariffs on tradable products and particularly food products fall disproportionately on

poor households.

A second effect occurs through differences in the tariff rates charged on goods consumed
at different income levels. In 2004 the weighted average tariff ranged from 8 percent to 9 percent
for the top (richest) 5 deciles, but then fell to less than 5 percent for the bottom. Wealthy
households tend to consume relatively highly protected products, particularly motor vehicles for
which the tariff averages 31 percent. The relatively low average tariff on traded goods consumed
by poor households arises from the relatively low tariffs on agricultural products and grain mills
products, which account for close to 20 percent of expenditure by poor households. The key
consumption products maize flour and poultry have zero or close to zero tariffs. The two effects
are illustrated in Figure 8 below: The average tariff on traded goods rises with each decile, but
tariffs account for higher shares of spending on all products (i.e. both goods and services) for the

poor.

Figure 8: Expenditure weighted average tariff by decile
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Table 8: Top consumption products of poor households (Decile 1 & 2) and wealthy

households (Decile 9 & 10)

Poor households

Wealthy households

Share Share
expenditu Max expendit Max

Sector re Tariff tariff |Sector ure Tariff tariff

Agricultural products 10% 6%  44%| Motor vehicles 4% 31% 32%
Meat products 9%  22% 108%)| Petroleum products 3% 0% 20%
Grain mill products 9% 0%  25%| Meat products 3%  22%  108%
Soap products 8% 14% 20%| Beverages & tobacco 2% 4% 25%
Bakery products 6% 13%  25%| Soap products 2%  14% 20%
Sugar products 5% 0% 0%| Wearing apparel 2%  37% 40%
Other food products 4% 14%  30%)| Agricultural products 2% 6% 44%
Wearing apparel 3% 37%  40%| Dairy products 1% 21% 42%
Petroleum products 3% 0%  20%| Other food products 1%  14% 30%
Dairy products 3%  21% 42%)| Bakery products 1% 13% 25%
Beverages & tobacco 3% 4%  25%| Furniture 1% 18% 20%
Oils & fats products 2% 8%  10%| Footwear 1%  29% 32%
Footwear 2%  29%  32%| Publish & print prods 1% 1% 15%
Other manufacturing 2% 5%  30%| Grain mill products 1% 0% 25%
Other paper products 1% 17%  20%)| Radio & television 1% 9% 25%
Fish products 1% 2%  30%)| Fruit & vegetables 1% 9% 55%
Fruit & vegetables 1% 9%  55%| Household appliances 1% 13% 30%
Knitting mill products 0% 35%  40%)| Other paper products 1% 17% 20%
Furniture 0% 18%  20%)| Fish products 1% 2% 30%

Note: The tariffs are the import weighted average tariff on final goods. Expenditure shares are calculated

using the IES 2000 survey.
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Figure 9 below shows an approximate Lorenz curve based on the cumulative value of
total expenditure in 2000 for each of 10 deciles, ordered sequentially in increments of 10. A
concentration curve using the tariff incidence data for 2006 is also constructed. The
concentration curve of tariff expenditure lies above the expenditure Lorenz curve for all income
deciles. This shows that import tariffs are a regressive tax and poor household bear a
disproportionate share of the tariff burden relative to their income. For example, households in
the poorest 2 deciles account for 1.6 percent of total expenditure, but 2.5 percent of the implicit
tariff revenue. Households in the first 5 deciles account for 7.8 percent of total expenditure, but

12.4 percent of the implicit tariff revenue.

Figure 9: Cumulative distributions of expenditure and costs of tariff protection

Cumulative distributions of expenditure and implicit tariff
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Infant industry protection. Often protection is justified on infant industry grounds.
The idea is that protection will nurture and stimulate production capabilities. The aim of infant
industry protection is to encourage the production of products that have particularly desirable

strategic characteristics so that the costs of protection today will be more than offset by the
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benefits that will accrue over time. One possibility is that protection today is being granted to
develop exports that are particularly associated with relatively rapid economic growth. A second
possibility is that protection will improve South Africa’s potential to develop exports in related
products in the future. In this section we use some measures of productive potential developed by

Hausmann and Klinger (2006) to evaluate if protection is geared towards these goals.

The first measured is PRODY, which is an indicator of revealed product sophistication.
This is calculated as the weighted average of the GDP per capita of each country that exports a
particular product. Research using this variable has found that higher PRODY goods are
associated with greater subsequent growth and successful countries such as China are
distinguished by their specialization in exports that have a higher PRODY than their current
income levels. (Hausmann, Hwang and Rodrik (2006) and Rodrik (2006). The second measure is
“density”. Hausmann and Klinger developed this measure to indicate how close any product not
currently being exported is to the current export basket. If a sector has a high density then, given
existing exports, it will be relatively to easy to become an exporter of this product, For example if
a country is already an exporter of shirts it could be easy for it to become an exporter of skirts.
The third measure is strategic value. This is a measure of the marginal contribution of exporting
this product to new export possibilities. In other words if a country exports a product with a high
strategic value (say autoparts) it will be more likely to export a lot of other products (e.g.

automobiles, machinery etc).

Tradeoffs may of course exist between these measures: sectors in which it is easy to
attain a comparative advantage in (have a high density) may have low strategic value or a low
PRODY. Indeed, the relatively low and stagnant export sophistication for South Africa in the
1970s, 1980s and early 1990s reflected the failure of SA to shift from peripheral products to those

with high strategic value (Klinger and Hausman, 1996 — SA study).
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We use these three measures to assess the extent to which tariff protection in 2006 may
facilitate or impede structural transformation of South Africa’s export bundle. To analyse the
relationships, we aggregate, using import values, the various measures of productive capabilities,
which are available at the HS4-digit level, to 32 industrial sectors (ISIC 3/4 digit level), made up
of 4 primary sectors and 28 manufacturing sectors. Nominal tariffs are drawn from the 2006 June
tariff schedule for SACU and include ad valorem equivalents.'” Estimates of effective protection,
the implicit export tax and the anti-export bias are calculated using an aggregated 2002 Supply-
Use table obtained from Statistics SA (2005). Estimates are adjusted for rebates under the Duty
Credit Certificate Programme (Clothing and textiles), the IRCC (motor industry) and the 470.03

scheme.

Overall, we find a wide variation in the association between the measures of productive
capabilities and protection. Very little of the variation is explained by a linear trend fitted to the
data. The scatter plots in the figures below generally slope downwards, suggesting that both
nominal tariff protection and effective rates of protection are relatively high in sectors with low
PRODY, strategic value (to a lesser extent) and density. This means that the sectors that are
being given protection are not those which are likely to enhance competitive capabilities in the
future. A somewhat more favourable picture of the structure emerges only in case of export
taxes. Export taxes (large negative reflect high implicit export tax) are however, relatively low in
sectors with high PRODY and density. The structure of tariff protection therefore does not appear

to impede export growth of these sectors relative to those with low PRODY and density values.

Conclusion: All in all, we find that the tariff structure remains quite protectionist,
discouraging of exports and complex and opaque. It does not appear to be a cost effective
approach to job preservation, it has a regressive impact on income distribution and it does not

appear to reflect a coherent infant industry orientation .Instead, it is poorly focused and clearly

17 Calculated using 2006 import prices.
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the result of numerous ad hoc decisions based on historical and political pressures rather that

strategic behaviour.



Figure 10: Scatter plot of export taxes and measures of productive potential
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Figure 12:

Scatter plot of nominal protection and measures of productive potential
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Is Simpler Really Better? We will demonstrate in the next section that an approach in
which the majority of tariff lines are set either at zero or at only one or two rates and is
supplemented by safeguard, infant industry, and unfair trade exceptions -- is likely to be far
superior to current practice which continues to rely on a highly differentiated structure that is
poorly grounded. Some object that in seeking to judge the overall performance of the tariff
structure by these criteria we are overlooking the argument that it is necessary to have a highly
differentiated tariff structure to provide scope for the authorities to grant individual producers the

amount of protection they require in order to become competitive.

We find this argument unconvincing both in terms of the economic logic it reflects as
well as the administrative burdens that it imposes. Indeed, a case-by-case approach which sets
individual tariffs differentially is more likely to be counterproductive, misallocate scarce
resources in the economy and reduce South African living standards by giving the most
protection to the activities in which South Africa is the least efficient economically and the most

organized politically.

Economic Principles. Let us use the current protection of fruit as an example of the case
by case approach. Table 9 presents information on the tariff rates applied to various fruit products
as well as a measure of Revealed Comparative Advantage. (RCA). We measure RCA as exports-
imports over exports plus imports. This ranges from 1 (only exports) to -1 (only imports). Values

in excess of 0 reveal a comparative advantage in production of the product.

South African tariffs for fruit range widely from the 35 percent for mangoes, to 15
percent for Pineapples, melons and, strawberries, 10 percent for dried grapes, 5 percent for most
other fruits (e.g. bananas, oranges, grapes, pears, and peaches) and zero for several berries, dates

and figs: Secondly, there is very little change in tariff protection over the entire period. Protection
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has remained unchanged for up to 11 years and more for most of the products. And thirdly there

is no consistent relationship between competitiveness and the tariff structure.

What could possibly justify such a structure? One argument is that absent protection it is
less profitable to grow mangoes in South Africa for example than to grow pears and so in order to
survive so that they can eventually become competitive mango producers should be given more
protection than pear producers. The tariffs therefore “level the playing field” between South
African farmers and their foreign competitors and they do so by setting tariffs equal to the

difference between the border price of imports and the domestic farm-gate price.

But when left in place for long periods of time, this approach rewards inefficiency and
guarantees that protection will be very costly. The least efficient sectors get the most protection.
This raises the key question: why should the South African government stimulate the production
of a fruit in which South Africa is less competitive and provide less support for fruits in which it
is more competitive? The basic point is that protection channels resources out of some activities
into others. By imposing these tariffs, the Government is creating incentives to put more South
African farmland, capital investments, farm labor, water and fertilizers etc. into mango growing
and less into growing other fruit. Over long periods of time, maintaining this structure is surely
counterproductive. If growing pears is a more profitable and competitive activity than growing
mangoes, resources should be moving into pear production and away from mangos. It is one
thing to argue that fruit farming (or farming as a whole) should be assisted, but it is another to

argue that some fruits deserve more help than others.

Moreover, there is an irony in this approach. Domestic producers actually compete with
each other to attract investment and workers and other scarce resources. At the same time as the
government tries to level the playing field between domestic and foreign producers it actually

slants the playing field towards domestic mango producers and away from other domestic fruit
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producers! Surely a level playing field at home is even more important than one internationally.
Yet a differentiated tariff structure actually does the opposite! It places the government in a

position of favoring some South African producers at the expense of others.

So far we have only considered farmers. But tariffs also affect other producers who use
fruit as an input. In addition to the protection they provide to some producers, differentiated
tariffs have consequences. They could also tilt the playing field downstream. Why would the
government want to favor producers wishing to process pears (by giving it a low tariff) and to

penalize producers wishing to process mangoes (by raising its domestic price)?

It is striking that South Africa retains tariffs on fruits that it exports. As shown by the
measures of revealed comparative advantage in the Table 9, South Africa is an exporter of
oranges and many other fruits. (RCA = 1).'® This means that SA farmers producing these fruits
are actually internationally competitive. Why if this is the case, are these fruits (pears, grapes,
oranges etc) being given any protection at all? If the domestic South African markets for fruit are
competitive, the prices of fruits that South Africa exports will be lower at home they are on world
markets and though it does not impose costs on consumers, protection is unnecessary. But if
domestic producers actually have market power at can engage in import-parity pricing, protection

harms fruit processors by raising domestic prices above world levels.

In other work for this project we have expressed some reservations about encouraging
beneficiation as a guide for policy, but it’s hard to explain a policy that would actually discourage
beneficiation.'” Why impose tariffs on a key input (pears, peaches etc) and raise the costs of the

canning industry in South Africa -- an important potential export? Why impose tariffs on grapes

'8 positive tariffs are applied on over 50 percent of all HS 8-digit products that are internationally
competitive, as indicated by positive RCAs. Statistical tests show that competitive products are as likely to
have a positive tariff as uncompetitive products and there are no differences in the predicted level of
protection. In other words, we find no consistent or coherent relationship between tariff protection and
competitiveness.

1 See Hausmann, Klinger and Lawrence.
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and thereby raise the costs of South African wine exporters? And finally, in general tariffs raise
the prices that consumers have to pay for fruit. Higher fruit prices may well be a necessary evil to
support fruit farmers, but the differentiated tariff additionally distorts the choices of consumers
between fruits: Why would the government actually want to discourage the consumption of

mangoes and encourage the consumption of Apples?

Administrative challenges. To implement a highly differentiated approach to tariffs in
practice, the government has to be able to (a) adequately identify and assess the economic merits
of each product’s need for protection; (b) have appropriate instruments at its disposal to provide
the needed protection in the correct amounts and (c) be able to withdraw the protection once
industries actually become competitive. It is one thing to try to accomplish this in a few selective

cases and quite another to claim that it can be done line by line across the board.

First, the government simply does not have detailed knowledge of production and
consumption of over 6000 product lines, and to the extent that it actually scrutinizes the existing
tariffs, it has to rely heavily on data and arguments provided by the industries themselves. This
informational asymmetry makes it highly susceptible to capture. It is one thing to claim to be able
to obtain such knowledge in a few select cases or for a few broad categories and quite another to
be able to do it product by product. In opening itself up to setting highly differentiated rates, the

government is likely to be vulnerable to rent seeking and capture.

Second, in a volatile world the “necessary” tariff differential is unlikely to remain
constant, so that even if the different rates were appropriate to achieve the desired effect at one
point in time, they would have to be continuously changed to maintain that effect. Yet this would
be administratively burdensome and unrealistic. And finally, instances in which the government

has actually reduced individual tariffs on its own are rare. This means, for example, that
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industries that made a case for a particular level of protection when import prices were low or the

Rand was strong, benefit differentially when conditions change.

In sum, tariffs reallocate resources towards producing more of the product that is being
protected and away from being used to produce all other products. Since they arbitrarily impose
costs on other producers and on consumers, therefore, individual tariffs should be used sparingly
and only with clear justification. ** We would not rule out the use of protection at tariff rates that
differ from the norm but would argue that where it is provided, the reasons should be explicitly
stated and supported. In the example above, perhaps protection could be justified as a short run
(safeguard) measure to assist mango growers while they make the shift into more profitable fruits.
But it should then be explicitly temporary. Alternatively, perhaps protection could be justified as
infant industry protection, necessary to attract farmers into mango farming because the industry
would eventually be competitive if it operated at sufficient scale. Thus both of these deviations
from the norm are arguments for temporary protection and not current practice. Finally, if
foreigners subsidize their exports, tariffs that precisely offset such subsidies could be justified as

a countervailing duty but the necessary investigations would have to be undertaken.

Table 9: Tariff rates on fruit products and indicators of Revealed Comparative Advantage

Tariff Tariff Tariff RCA RCA RCA
HS code Description 95 00 06 95 2000 2006
08030000 Bananas 5 5 5 -0.9 -0.3 -0.8
08041000 Dates 0 0 0 -0.9 -0.8 -0.1
08042000 Figs 0 0 0 -0.9 -0.7 -1.0
08043000 Pineapples 15 15 15 1.0 1.0 0.9

2 To favour a tariff, it should be shown why (a) the resource allocation it induces will
raise social welfare and (b) why the tariff is the best available instrument. For example, the
government might have to raise revenue. For this purpose sales (or value-added) taxes are
generally superior to tariffs, but in underdeveloped countries without tax administration, customs
revenues raised through tariffs could well be more cost effective. Similarly, a production subsidy
could be superior to an infant industry tariff, but the government might again find 