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COMMERCL4.L POLICY ASSESS&IEhT OF THE 
GREATER HOkY OF AFRICA REGION 

I I, BACKGROUND I 

Under the Pnvate Enterprise Development Support Project of the Global Bureau of 
USAID, SRI lnternabonal has developed a Comrnercd Policy Model and database amed  
at measuring the commercial policy chrnate across countnes, usmg a set of objective and 
quanhfiabk mn&catorsl To support the Greater Horn of Africa lmtlative (GHAI), an SRI 
team has undertaken the application of the Model to examme the commercial pollcy 
chrnate of the ten countnes lnvolved I n  the GHAI, including Burundi, Djiboub, Entrea, 
Ehopia, Kenya, Rwanda, Somaha, Sudan, Tanzarua and Uganda This exercise has been 

lmhated by tk Africa Bureau to complement a pnvate sector constrant analysis focusmg 
on the business environment for the agnbus~ness sector 

The GHA region is one of the poorest in the world The regmn as a whole has 
endured a massive economic, pohhcal and humamtanan cnsls over the last decade Most 
of the GHA nations have suffered dzclmng natlonal lncorne and l~v ing  standard for two 
decades Several of them are still strugglmg in the throes of civxl war, pollt~cal stnfe, 
widespread famine and human suffenng Whde many factors, not the least of wh~ch 
pbt~cal, have contnbuted to the current situat~on, the general cornmerc~al policy clmate 
in the GHA regron has not been regarded as one conduc~ve to productive economic 
actwitres 

As an essentla.1 step to bnng about the reg~on's recovery and an achievable course 
af economrc growth, the fundamental economic environment in many of the GHA 

1 Under the commercial pokcy methodology, SRI ranks countnes' commercial polwe m ~une 
different pohcy categories, and assesses bow the polrc~es affect performance variables such as Income growth, 
exports, and urvestment See Annex C for a bnef descript~on 
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countnes is in great need of Improvement Gwen the ~mportance of a busmess-fnendly 
commercial policy env~ronment for pnvate sector development, l t  1s imperatrve to asslst 
policymakers in identifying feasible alternatwes to assess thelr effectiveness Cross- 
country experiences and data can be useful for conductmg pollcy benchmarlung, whlch IS 

an effectwe techruque for assessing the comparative pos~tlon of a country's cornmerc~al 

policy reglme aganst its compehtors in attractmg lnternahond investment and trade 

This exerclse a m s  to Identify the major cornmerclal pollcles whlch promote or 
discourage broad-based sustamable econormc growth w ~ h n  the GHA regon A diagnosrlc 
analysis based on the Commercial Policy Model can provlde useful input to the GHAI In 

idenhfying Issues whrch USAID can address most effectwely from a regional perspective 
These may include, but are not llmlted to, repond h a r m o m ~ o n  In pollcy reform Gwen 
hmted USAID resources, it is imperative to ident~fy areas In whlch USAID IS in a unique 
position to provide leadership, initiate discussion among the reglon's policymakers, and 
design the most cost-effectwe programmmg of USAID and donor-coordinated actwitles 
in the future 

1 Background 1 2  



Commercial Pohcy Assessmen! of the Greater Horn of Afr~ca Rrgron S RI lnternahonal 

One of the poorest countries In the world, Burundi remains heav~ly dependent on 
agriculture It is a landlocked nation and has both fertde land and a cl~mate which allows 
three growing seasons a year The country's agncultural sector accounts for 80 percent 
of ~ts export earrungs and 90 percent of its employment Its mam export crop 1s coffee 
However, decreased soil fertdity has hurt earnmgs in recent years 

Since 1989, Burundi's economy has witnessed sluggish and then negative growth 
It has also experienced reductions in the production of key foodstuffs GDP actually 

declmed by 2 4 percent annually from 1990 to 1994 Plagued by civd stnfe between 
Hutus and Tutsis, the government has had difficulty mantarung its programs A recent 
lnflux of over 500,000 refugees has put a severe stram on the nation's resources and lts 
f i sd  deficit has mushroomed 

In 1986, Burundl began ~ t s  first structural adjustment program Slnce then, it has 
made slgmficant rmprovements In ~ t s  macroeconornlc polic~es Burundi has improved its 
fmlgn exchange and pncing pol~c~es and has Iiberahzed ~ t s  trade regime It has altered 
rts labor and badang codes and has plans to lmprove both ~ t s  tax code and commercral 
law Unfortunately, political and soc~al unrest since 1993 has hampered the country's 
reform efforts Some reforms have been implemented very slowly and others, although 
legislated, have never been enforced For example, a mandated relaxahon of stnct 
controls on agncultural producer pnce never occurred These recent setbacks have hurt 
Burundi's economy Burundi needs to improve economic growth by revitalmng its 

2 Sources World Bank, Trends in D e v d o o m n e  md 31995 U S 
Department of State 
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agncultural sector To do so ~t must first achwe polit~cal stabdity, then cont~nue ~ t s  

refoms 

Unltke its neighbors In the Greater Horn, Djibouti does not have an economy 
dominated by agnculture In fact, agncultural produchon accounts for less than three 

percent of GDP The country is small with a harsh climate and few natural resources 
The government has been trying to improve the nutnuon and health standards of the 

populace, two-th~rds of which hves in the capital c~ ty  

Its loca~on on the Horn of Africa gives Djlbouh an important strategic advantage 
The nation uses ~ t s  geographic locat~on to ~ t s  advantage An excellent port facility and 
rulroads prov~de easy access to other countnes, and the country is heavily involved in 

trade and commerce Services compromises more than 75 percent of Dj~bouh's GDP 

Djiboutr has market onented economic policies, and its trade regime IS one of the 
most lrberal in the region However, the country has an inefficient, bureaucraw and large 
public sector which the government has been attempting to downsize However, from 
1991 to 1994, political and ethruc tensions have made pol~cy des~gn and implementat~on 
extremely difficult This unrest has hurt the economy Production has fallzn by three 
percent and the nation's external debt has grown 

After a peace agreement in late 1994, Djlbouh crafied an economic reform 

strategy Its am is to stab~llze the economy, improve infrastructure, increase Investment, 
overhaul the Mirustry of Finance and the Treasury and mantan tlght monetary polic~es 
The government also plans to develop an export promotion strategy and reduce the size of 

the publrc sector 
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Entrea ofic~ally earned its independence from Ethiopia in 1993 With two major 

ports and a strategic locatlon on the Red Sea, Entrea has been a trade center between 
Afnca and the Middle East for decades The country has a vaned chmate allowing the 
producbon of several agncultural comrnod~ties Unfortunately, the country recently has 
suffered from loss of soil fertility, sod erosion, and the dry~ng up of spnngs Desplte 
declines In productivity due t~ enwonmental damage, roughly 70 to 80 percent of the 
popuiatmn stdl depends on the producr~on of some type of agncultural product 

When it annexed Entrea In 1962, Ethmpla rmposed a command economy and 

nabondlzed most of Entrea's pnvate assets Ethlop~a's statlst policies, compounded N ~ t h  

the Entreans long struggle for independence, devastated the economy 

When the new government took over in 1993, it inshtuted its Recovery and 

Rehabilitatron Program Thrs program was designed to completely overhaul Entrea's 
economy and recreate a market-based system As part of the program, the government has 
altered ~ t s  tax structure, adopted new bakng  legislation, and improved ~ t s  exchange rate 
regme These policy changes have helped to improve the country's growth However, 
the economy remams weak and mfficiznt The government st111 needs to take steps to 
rebuild mtitutions and restructure the country's markets 

A long, bloody civil war came to an end in Ethmpra in 1991 Slnce then, the 
democratic government has been woriung to improve pol~tical stabdity and economlc 
performance The civd war devastated both the economy and the country's infrastructure, 
and the government has instituted major reforms to stmulate the economy 

As part of its reform package, the government has decontroIled agncultural 
marketing It also has ehmnated most export taxes and has decontrolled retad pnces To 
elminate some distortions, it has reduced Import duties To facilitate investment, the 

II  GHA Counrry Overvrews 11- 5 
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government has created an investment office to help investors set up operabons In 

addition, it has allowed the pnvate sector to engage in banlung activities 

After an improvement in GDP in 1993, droughts and pest infestations severely 

damaged the agncultural sector, especdly its major Income earner coffee However, 

Etiuop~a's industrial and service sectors have continued to perform well Unfortunately, 

weak performance in agriculture, which represented 57 percent of GDP In 1994 and 

accounts for 80 percent of emplojment, has slowed overall economlc growth 
Nonetheless, the government's current pohcy changes will most Wcely improve the natlon's 
economic performance The World Bank predicts that real GDP w ~ l l  grow roughly slx 
percent from 1995 to 1997 if coffee pnces nse and the government continues its reforms 

Kenya 

After highly successful growth in the 19601s, Kenya recently has been experiencing 
stagnabon and detenorabon Agriculture, which accounts for roughly a third of Kenya's 
GDP and employs 70 percent of its labor force, has been declrrung From 1990 to 1994, 
producbon fell by almost three percent In contrast, the contnbution of services to income 
has grown steadily since 1985 Services now compromrse more than half of GDP 

The early 1990's were charactenzed by contmued declme In addihon to the 
decrease in agncultural productron, investment fell and Kenya's external debt rose In 
1992, the government undertook a stabilization program under the ausplces of the IMF 
However, the program was halted and was not restarted until 1993 Since then, the 
government has made concerted efforts to meet targets, l~beralize the maze market, 
remove price controls, liberalize the import regime and remove export taxes Kenya IS 

also lookmg to expand exports to its neighbors It intends to implement the provisions of 
the Cross Border Imbabve (CBl) by harmortizing its tanff rates with those of ~ t s  neighbors 

and simplifying customs procedures 

Whde Kenya has made sigruficant progress in some areas (liberaltzing agncultural 
markets, miiumizing the role of marketmg parastatal and restructuring the Mirustry of 



Cumrnerclal Policy Assessment ofthe Greater Horn ofA frico Region SRI hternahonal 

Agriculture), it has failed to complete the mplementation of its structural reforms The 
challenge for the government in the future is to finrsh the changes it began if it does 
complete ~ t s  reforms, Kenya could wltness growth as high as four percent in the 
agncultural sector 

Rwanda 

A small country with a very large population made up of two nval ethruc groups, 
Rwanda has expenenced periodic, bloody, ethnlc conflicts for decades T h ~ s  has hurt 

attempts to allevtate the cons~derable poverty which exlsts in this agncultural country 
More than 90 percent of the popdabon hves In rural areas and agriculture accounts for 80 
percent of export earnings 

After a severe financial cnsis in the 1980s, Rwanda began a reform program In 
1990 It devalued the currency, bghtened fiscal pollcy , trnproved monetary management, 
removed most export taxes and import quotas and srmplified ~ t s  tanff structure 
Unfortunately, the clvd war which broke out in 1994 ende reform efforts and severely 
damaged the country's economy Although a new government currently exlsts in Rwa ,a, 
xt is s t d  embroiled in clvd and political dlsputes The government first needs to return 
p o f i t d  stabihty to %he country before embarlung on economlc reconstruction and reform 

Somaha rehes heady on agncultural exports Its man income earners are bananas 
and live ammals After years of c~vil war and vast devastation, Somalia has in effect 
become two separate countnes, marked by contrasts The South IS In a state of chaos 
The region is still plagued by conflict between vmous factions, and ~t has two self- 
declared pres~dents The formal banlung system has collapsed and food aid has distorted 
internal markets 

The North, which is comparatively stable, hnchons as a separate entlty With a 
port which allows for extensive trade, the North has strong economlc and polltical bes to 

I1  GHA Country O v e ~ ~ e w s  1 1 - 7  
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Q1bout.1 with which it trades heavily The North also has ~ t s  own self-declared 
government The leadership hopes to gain the recogrution of other countnes as a separate 
nabon from the South and continue to move towards econornlc restructuring and reform 

Sudan 

The Sudan has been under mllltary rule slnce I989 The reglme has not folIowed 
prudent macroeconomic policies The economy has been suffenng for years from 

mismanagement, lack of Investment and drought Exports of the Sudan's main 
commodity, cotton, have fallen The government's human nghts abuses and associations 
with Iraq and other countnes have resuIted In the cessation of most mternational a d  
Consequently, the Sudan, one of the ncher GHA countnes, has been running an 
increasingly large deficit Currently at war agamst insurgents funded by most of ~ t s  
neighbors in the Greater Horn region, Sudan has isolated itself from ~ t s  neighbors 

The Sudanese government is not involved in economic reform When and if lt 
begrns reform, ~t will most likely not do so in conjuncbon with its GHA neighbors The 
majority of the Sudan's ne~ghbors are opedy seelang to topple the rnlhtary reglme Unless 
the government changes, cooperabon between the Sudan and its neighbors is not probable 
In the near term 

With an estmated GDP of about $90 in 1993, Tanzania remalns one of the poorest 
countnes in the world Its economy IS heavlly dependent on agriculture (over 50 percent 
of GDP), and ~ts diverse ecology supports cultivations of coffee, cotton, tea, cashew nuts, 
s~sal, matze, nce, wheat, cassava, and tobacco In recent years, tounsm has emerged as 
a sector with hlgh growth potenhd and IS mcreasingly an important source of employment 

The Tanzaruan Government embarked upon an ecolnomlc reform program in 1986, 
which has provided a much-needed boost to econornlc actwbes Major reforms Include 
I~beraIization in trade, foreign, pncmg, interest, and investment pol~cies, and 
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macroeconornlc reform Officd estlmates mdicate that both GDP and exports grew by 
more than 4 percent annually between 1987 and 1994 In the agncultural sector, markets 

for produce and inputs have been liberalized, and the pnvate sector 1s talung a more 

important role In the agncultural lnputs m d u s ~ ,  supplying seeds, ferthzer and vetennary 

mputs Despte the reform progress, the economy cont~nues to face cons~derable 
drfficultles Macroeconomic management detenorated sigruficantly dunng the past two 

years Due to ~ts pdual~s t  nature, much of Tanzama's economic reform program has not 
yet been completed 

Compared to several of ~ t s  neigkbonng countries, Tanzan~a has benefited from a 

re latdy  stable poh~cal envvonment After three decades of one-party rule, Tanzarua has 
embarked upon a process of pollt~cal reform, with the first multl-party presdential, 
patlramentary and local elections held in 1994 and 1995 Since political Iiberal~zatmn has 
been undertaken so recently, it is not clear whether the elections and potentially Increasing 
political tensions will speed up or delay the ~mplementahon of economic reform 

Uganda was one of the most promlsmg economies In Sub-Saharan Afnca In the 
1960s before pohtical turmo~l, c1v11 war and economic mismanagement brought ~t onto a 
dechrung path since 1972 In 1987, the Government began an economlc recovery program 
armed at restoring macroeconornlc stability and Improving the overall environment for 
econormc growth Pmcularly after 1992, ~mplementabon of the reform program has been 
strengthened, yielding notable achievements such as declining inflat~on and a stab~l~zed 
exchange rate The government 1s also undertahng the polit~cally sensitwe tasks of 
parastatal reform as well as returning properties expropriated under a prevrous regme 

Uganda 1s heacdy dependent on a s~ngIe crop -- coffee -- for ~ t s  export rewnue 
The tnpling of world coffee pnces in June 1994 prowded a major boost to the economy 

However, it is obv~ous that Uganda's export base needs to be dwersified Nontrad~honal 
cash crops such as mmze, beans, fish, cut flowers, and horhcultural products will have 
good potentd 

II GHA Counfry O w u e w  11 - 9 
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Overall, Uganda IS on the nght path toward establ~sh~ng a good foundallon for 
economlc growth, and its commitment to structural change IS strong To the extent that 
social and pol~t~cal stab~lity can be assured, no sigruficant downside nsk to the economy 
1s foreseen Uganda's real GDP grew at an average 5 4 percent rate between 1987-93, and 

is forecast by the World Bank to expand at over seven percent in the next two years 

I1 GHA Country Ovtrv~ews 11 I0 
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Under the Pnvate Enterpnse Development Support Project, SRT has developed an 
malpcal kamework within whlch commercial poliaes covenng a broad range of pollc\ 

areas can be exarnlned and compared across countnes and regions In a systemabc and 
objectwe manner This framework, the Comrnercnl Pohcy Model, has 36 pohcy vanabIes 
class~fied under the followmg nme categones 

export 
tax 

Investment 
foreign direct Investment 
business start-up 
pncmg and interest 
foreign exchange 
labor 

The Model has a rating system which assigns summary policy scores to each nahon 
These scores descnbe the degree to which the commercial pol~cy regimes are busmess- 
friendly and competition-based Possible scores range from 0 to 100 with the highest 
scores earned by the countnes with the most mvestment-hendly pollcies 

Uhbzmg the Commercial Poky Model, scores for lndlvldual pollcy categones and 

the total scores for each GHA country were calculated Due to the dlfficulty in obtarung 
the complete set of data for all countnes in  the Horn region, scores for some pollcj 

categories could not be calculated in several countnes Countnes that contam ~ncomplete 
data are Entrea, Rwanda, Sudan and Somalia In those countnes, the dlfficulty m 

Ill Commercid Polrcy Pcrformanre of the GHA Counfries 111 - 11 
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coltecting comparable data has been exacerbated by clvd stnfes, border unrest, and the 

lack of true adrnin~strative governments to enforce exlsting laws and polic~es In  those 
cases, the total policy scores were extrapolated usmg scores in categones where data 

exists The extrapolated total scores, which are noted In the table below, have not been 
Included In the calculation of the average total pol~cy score for the regon 

An exarninat~on of the GHA countnes' scores in the different pollcy categones 
shows business chmates which are not conducive to Investment Whde some of the GHA 
countries, such as Djibouti and Tanzarua, have taken steps to Improve their mestment 
regimes, the rnajonty of the GHA natlons stdl need to sign~ficantly enhance their policy 
climates Appl~cation of the SRI commercial policy model produced low commerc~al 
policy scores for almost all of the GHA countnes With the exception of Uganda, 
Tanzania, and Djibouti, none of the countnes scored above 55 This makes the GHA 
reglon one of the lowest sconng regions In the world 

As one can see from the above figure, across the board the GHA countnes have 
onerous business start-up procedures and restnctwe labor polic~es Almost half of the 
countnes earned zero points In these policy categones The reglon averaged only three 
p in t s  out of a possible eight for labor pol~cy and two out of a possible eight for busmess 
start-up The policy categones with the largest divergence In scores are tax and fore~gn 
exchange Scores In thls categones ranged from zero to twelve out of a possible s~xteen 

" T d e  Entrea as an evample Due to the Iack of data, ~t was not possible to calculate the 
tmport poky score for Entm The basks for the total score m Entrea was thus reduced to $4 (100-16=81, 16 
rs the hrghest possibk score m the ~ p r t  pohcy category) The other e~gbt attegones la Entrea yleld a 
comblaed score of 42, whcb represents 50% of the po~nts that could be possibly earned m those poky 
categories Thus, Entrea was pven a total pol~cy score of 50 po~nts out of a basls of 100 pomts 

I11 Commercral P o k y  Pcrfbrmonce of the GHA Coumes 111 - 12 
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COLISTRY SCORES BY CATEGORY 

Overall the GHA countnes scored comparatively well In the export, foreign d~rect  
Investment and ~nvestment mcentives categonzs Tanzama, Uganda and Djlbout~, have 
the highest scores This reflects efforts by these countnes to improve investment and 
growth The Sudan and Ethopla lag behlnd other countnes m the reglon They have yet 
to take the steps necessary to create a favorable business climate 

Import pol~cy scores vary widely rangmg from zero to a perfect score of slxteen 
Djlboutl, which recently removed all customs duties, has a perfect score Uganda and 
Burund~ also scored well as a result of tanff reductions Kenya and Rwanda, whlch both 
have four out of a posslble sixteen polnts in this category, maintam prohibitwe import 
dutles which can range as h ~ g h  as 60 percent Ethiopia, which has an upper hmit of 125 
percent tanff on imports, earned a score of zero 

The regon overall scored well in terms of the~r export policies, the mean being slx 

of a possible eight pants Seven countnes received perfect or near perfect scores These 

Ill Commcrcld Policy Per/ormance of the GHA C o u m r ~ e s  Ill - I3 
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seven countnes have little or no export restnctions, conditional duty free imports and no 

export taxes Burundi, Kenya and Djibouti, which all earned a perfect score in this 
category, offer export income tax exempuons In contrast to the favorable export policles 
predominatmg much of the Horn, little impetus to develop export industries exlsts in 

Ethiopia and Sudan Not only do both lack export income tax exemptions, each has 

legislated extensive export restnctions and collects weighty export taxes 

Scores for tax pohcies range from four to twelve points Some countnes have hefty 
income tax rates and hence scored poorly For most countnes, these high rates rzflect a 
weak tax base The collection of taxes from businesses and indiv~duals operating In 

informal sectors of the economy in GKA countnes is virtually lmposs~ble Because most 
people in the Horn of Afnca are not part of the formal sector, the few who are must supply 
the government wth the resources needed for all of its operahons Consequently, tax rates 
in the reglon are high, particularly for individuals in the upper income brackets who 
typically receive only 50 to 60 percent of their gross income Tanzama and Djibouh 
represent the exceptions Tanzania has lowered its top tax rates to 35 percent, and 
Djiboub has elimmated corporate and individual income taxes entirely As for sales tax, 

every country levies a rather hefty VAT, typically ranging from 10 to 15 percent 

All countnes have adopted p011cies encouraging investment, albeit to varying 

degrees For example, with the exception of Entrea and Kenya, every country offers 
income tax holidays, and all tender duty exemptions to investors meeting speclfic 
requirements Burundi recently has taken steps to increase investment Burundi offers 
free trade status to non-traditional businesses This status makes investors in Burundi 
eligible for certan tax considerations and more flexible operational restnctions A few 
countnes go even farther than Burundi Kenqa, Tanzania and Uganda provide investment 
allowances and accelerated depreciation of capital stock, while Ethiopia stands alone in 
providmg research and development incentives 

Ill Commercial Pohcy Pet$wnance of rhe GHA Coururres I11 - 14 
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CI;VESlNENT I\CENTIVES OFFERED BY THE GHA COul'rc'TRIE:S 

In the past, Ahcan countnes have distrusted foreign investment, and their polmes 
have often reflected this att~tude However, several GHA countnes have repealed many 
foreign investment restrictions in the past few years and now have more hospitable 
climates for foreign rnvestors Tanzania and Uganda scored perfectly m thls category 
Interestmgly, Entrea, whch has little mvestment incentives, obtamed e~ght polnts out of a 
poss~ble elght due to ~ t s  resbcbon-free rnvestment enwonrnent None of these "top scorers" 
drfferen~ates between foreign and domest~c Investors 

In addlhon to adopbng dornestx pnnclples to recogruze ~nvestor's nghts, the GHA 
natmns have begun to recognize internahonal pnnclples govermng investment Most 
countnes in the Horn are members of ICID and or ICSlD T h ~ s  gnes foreign investors 

Hi Cornmercral P o k y  Perfirmanee ofrhe GHA Countires 111 - 15 
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the secunty of knowing that possible future d~sputes can be settled by accepted 

international arbitration principles 

Procedures 

Although several countnes have adopted policies to nurture and expand commercial 
actrvity, the bureaucratic red-tape ~nvolved in establishing new businesses poses a major 
hurdle to economic development in  the Horn Business start-up procedures are so time- 
consuming, convoluted, and ddefined that many potent~al investors are d~scouraged horn 

initiatxng operat~ons The creation of the Investment Office of Ethlopla is a creahve 
solu~on that other countnes might mirror T h ~ s  "one-stop shop" is deslgned to promote, 
coord~nate, and facilitate foreign investments and offers to approve acceptable proposals 

within 10 days of thelr receipt 

Pressure from the World Bank and IMF has led to the removal of pnce controls in 
many of the Horn countnes Djibouti has adopted a free market system, as has Uganda 
Other countnes have opted for nuxed systems which control pnces on oniy a few selected 
goods, usually the pnme exports In the case of Burundi and Rwanda, these items are 
coffee and tea Entrea has taken major steps towards creatmg a completely market-based 
economy It has disbanded both its centralized marketmg and ~ t s  planrung systems This 
will help to reduce pnce and marketmg restnctlons 

Ethiopra is also movlng toward a free market It has elrminated some pnce 
distofions and vanous regulations and restnctions which had been aversely affectmg 
private sector irubahves Kenya is farther along in its liberalization program Today, the 
pnvate sector plays a much larger role in markets than before 

Interest rate controls in the Horn are rninlmal The few governments that reman 
involved tn the f i n a n d  sector confine their acbvibes to setbng maxlmum lending rates 
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Credlt allocation is market based through pnvate and public instltutlons However, 
avalable capital 1s limited, In great demand, and therefore ofien d~fficult to obtam 

With the excepbon of Tanzania, which floated ~ t s  exchange rate In 1994, all of the 
countnes in the Greater Horn stnctly manage thelr exchange rates and restnct foreign 
exchange hlost currencies are pegged to a basket of other currencies and hence, tend to 

be overvalued Several countnes are &ng steps to close the gap betwen the market and 
the official rates Ethiopia has established a unlque system of b i -~eek ly  auctions where 

merchants hotdmg export licenses can buy foreign exchange at market rates Entrea uses 
the Ethloplan Burr as its med~um of exchange, although ~t plans to create an Entrean 

currency 

Profit and capital repatnation restrictions are prevalent I n  the region In a 
dramatic measure, Djibout~ and Entrea have offered foreigners full, unrestricted 
repatnabon, signaling thelr strong des~re to attract foreign Investment Some type of 
concession is aval'fable In most countnes subject to approval Pnme candidates for 
exemptions are non-tradit~onal exporters 

Labor policy scores across the board are low All of the GHA countnes set 
mmmurn wages Finng employees IS qulte difficult, even for substandard performance 
Djlboutl, Entrea, Eth~opla, and Rwanda stdl have wage controls Not only does Djlboutl 
have h ~ g h  labor costs, but its antiquated and highly restnctive labor code represents a 
s~gruficant obstacle to mvestment Rwanda's policies are very burdensome and ~nclude a 
very ngd wage control system V~rtually every country has extenstve procedures for the 
hinng and finng of employees Tanzanla and Uganda break from the regional norm of 
cumbersome retrenckfnent polic~es and allow a degree of flexlbllity In personnel decisions 
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IV. GHA GROUPhYGS BY SOCIO-ECONOMIC CRITERIA 

A few of the higher income countnes scored better on commercial policy than the 

poorest countnes, but there appears to be no connection between scores and wealth For 

example, Tamma, whch began liberaliz~ng its economlc policies in the early 1990s, has 
the hlghest commerc~d poky scores but remains one of the poorest natmns in  Afnca 
Conversely Sudan, one of the ncher nations in  the Greater Horn, has very poor pol~cy 
scores It earned less than four points in six of the policy catzgones 

The countnes which have made the most progress in improving their investment 
climates have had the highest growth In the 1980s, Uganda, Tanzanra, and Kenya all 
began macroeconomic reforms which improved thelr busmess climates These three 
countnes all experienced average growth rates of more than three percent over the last 
decade Uganda and Tanzanra had investment growth of at least five percent If the other 
GHA countnes take steps to improve thelr commercial polmes, they could witness levels 
of investment and growth similar to these three countnes 

scorns AN?) ECONOiMIC PERFORjIANCE 
BY INCOME G R O W  

4 GHA countnes without complete total scores are not included 
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Lower Income Higher Income M~ddle 
Income 

Country 

Uganda 

Burundi 

1980-93 
GDP 
Growth 

3 6 

1 8  

1980-93 
GDP 

Growth 

NA 

3 8 

Country 

Tanmla 

Ethlopta 

Country 

Dj~bout~ 

Kenla 

Total 
Score 

70 

30 

Total 
Score 

68 

53 

Total 
Score 

69 

52 

1980-93 
GDP 

Growth 

3 8 

NA 
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I V. GHA COUNTRIES COhZPARED TO OTHER REGIONS 1 

The comrnerclal policies of the GHA countnes compare poorly with other reg~ons 
of the world With the exception of tax and lnvestment mcentwes, the GHA countnes have 
the towest scores m every category Busmess start-up, forelgn exchange and Iabor po t~c~es  

m the GIW regon compare very unfavorably wlth other nations The region earned less 

than a third of the points poss~ble in  each of these categones 

SCORES BY REGION 

While the GHA region's average totaI score of 57 1s higher than that of Other 

Afncan nations, ~t remans one of the worst regional averages The EastiSouth East Asla 

region averaged 20 points more, and even thelr neighbors to the South, SADC, scored 
several polnts higher Clearly, the GHA countnes need to take steps to improve the~r 
comrnerc~al poliaes, especrally thelr labor and business start up pol~cxes If they do not, 
they may well lose lnvestment to thelr neighbors, whose pohaes, although not exemplary, 
are much more fnendly to busmesses 

V GHA Coururlcs Cornpored to O ~ h e r  Regrons V -  19 
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M. STATUS OF POLICY WARLM0hUATI;ON AND REFORM FOR THE 
COUNTRIES IN THE REGION I 

Since the late 1980s, GHA countnes have made sigruficant progress In Agmng their 
commercial pol~cies with the more market-fnendly trends seen in  other reglons of the 
world Most of these reforms have been spurred by World BanMMF structural 
adjustment programs launched in the mld 1980s However, the progress has been far from 
umform across sectors and among countnes 

The commercial pol~cy matrix scores indlcate that poltcies vary widely throughout 

the Greater Horn region Some countnes, such as the Sudan, have very unfriendly 
business policies Others, such as Tanzarua, have been trying to encourage investment and 
econornlc growth Djibouti, Tanzania, and Uganda lead the region in trying to foster 
favorable mvestment climates Burundi, Entrea and Kenya have taken more moderate 
steps Burundi, under the gu~dance of the IMF, has begun an adjustment program In 
addlhon to overhauhng its foreign exchange system, ~t w currently liberalizing Imports and 
trying to develop non-coffee exports 

STATUS OF POLICY REFOR11 IN GHA COUNTRIES 

Country I Status of Reform 

Burundi I Reform IS hampered by poliucal and soaal ~nstabilrty 
I 

Djrboutl I Recently senled e h c  srnfe Currently workng on an economc 
( reform program 

Errtrea 1 Consnu~ng an economlc reconruucson program begun after 
I galrung independence from Eth~op~a 1n 1991 
1 

Ethlopra [ Afier years of war, now In the process of lrnplernenung major 
( reforms 

1 K W ~  I Relabvcly succwful macroeconorme adjustment polq a I 
I ( underway 1 
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r I 

I Rwanda 

Status of Reform 

Rocked by ethruc confl~ct wh~ch has devastated the economy and 
halted reform attempts 

Reform effons have been hampered severely by c ~ w l  war 

Civil str~fe between the government and msurgents whch are 
funded by Sudan s neighbors Currently, not ~n io l red  in anv 
reform 

Contsnumg an economic reform program begun In I980 

Conunumg a ma~rocconomlL reform propam begin in 1987 

Ethiopia, Rwanda, Sudan, and Somaha have slgnlficant work ahead of them In 
these countnes, current po11t1ca.l and civd unrest as~de, few incentives exlst to irutiate or 

expand investment These nations need to follow the examples set by Djibout~ and 
Uganda to improve their business climates, increase investment and foster economic 

growth This will be difficult because in the Greater Horn civil stnfe 1s rampant 
Ethropa, Entrea, Rwanda, Somalia, Sudan and Uganda are all either immersed in civil 
war or have recently emerged from ~t Thls has had a tremendous impact on the 
estabhshment and appllcatm of gobernrnent pollcizs Coordmat~on of econornlc policies 
is d~fficult ~f not imposshle In the presence of political and civil ~nstabil~ty It may %ell 
be one reason why such a wide divergence of polic~es exlsts wlthin the region 

The promobon of trade has emerged as one of the pnmary economx gods for many 
countnes ~n the Greater Horn of Afnca Consequently, trade policy is one area in whlch 
all GHA countnes have begun converging towards more liberal regimes All GHA 
countnes have liberalized their import regimes by lowenng tanffs, reducing mff 
dispersion, and reducmgfelrminating quantitative restnctlons Import licenses have been 
ellrninated In all countnes but Entrea, whlch is undertahng steps to simphfy licensing 
procedures and eventually ellininate them In terms of export pol~cies, most countnes 
maintain Iittle or no export restnctlons, offer duty drawback schemes and do not levy 
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export taxes Most governments have established free trade zones, instituted export 
incenhves, offered tax and duty exempt~ons, and relaxed forergn investment restnct.lons 

Some of the GHA countnes habe expressed their Intention to pursue regional 

~ntegratlon In August 1993, leaders from Burundi, Kenya, Rwanda, Tanzarua and 

Uganda met wlth leaders of other Afncan nabons and agreed to implement the Cross 
Border Iwtlatne (CBI) The CBI's goal IS to speed and strengthen economlc mtepratlon 
m Ahca and create the Common Market for Eastern and Southern Afnca (COMESA)~ a 
regonal integrabon groupmg whrch replaced the Preferent~al Trade Area for Eastern and 
Southern Afnca (PTA) To achleve these ends, the countnes in the CBI plan to harmonize 
and hberahze trade laws and regulabons, payments systems, and mvestment policies How 
successfU1 they wdl be remams to be seen Unrest in Burund~ and Rwanda makes lt highly 
unhkely that these natlons will be able to implement sweeping policy changes in the near 
future 

Nonetheless, efforts to further h a r m o w  trade pohcles by all of the GHA countnes 

vnll Uely continue in most of the GHA countnes This w ~ l l  occur under the auspices of 
COMESA, and the CBI Whereas the PTA was formed to foster trade integration 
exclusively, COMESA (and the CBI) ams towards creahng a common market, 1 e , a free 
trade area supplemented with harmonrzed commercial pol~cres In such areas as taxahon, 

sectoral regulations and investment pol~c~es All countnes covered in the Greater Horn 
of A h c a  study are COMESA members 

Legal regulations governing both foreign and domestlc investment have improved 
throughout the Horn over the past decade, and all of the GHA countnes* investment 
regmes include at least some of the practices considered standard in many other reglons 

s Bakoup, Bessaha and Emco,  L!IF Worhng Paper, -on in 
The Cross-&mier Tn~tutne and ~ t s  F-, February, 1995 

6 The FTA was founded m 1981 to promote trade libemlmt~on among over a dozen countna 
lo eastern and southern Afnca, but due to its sheer sltc and urtemal Mtab~Lty among member countnes, J bas 
accompbhed few of the liberaluat~on 0bjecbvS outhned a decade earlrer In 1993, PTA members voted to 
&band the organlzatlon and replace it with COXESA 
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of the world Pnce and interest rate controls have been lifted in GHA countnes as part of 
BanklFund structural adjustment Exceptions to this trend include pnce controls in 
Tanzama on sugar, fertlllzer and petroleum 

Commercial Pol~cy Reform in E t h ~ o p ~ a  

Ettuop~a Intends to implemsnt 
major reforms UI ~ t s  rnlestment regme it 
has already elunlnated most export taxes, 
lowered m a m u m  unport dunes and 
tncreased the at rulabilitc of foreign 
exchange In the hture it w-dl attempt to 

J unplement tax reform, 
J change I& exchange rate sstem, 
J enhance the roIe of ~ t s  mtestment 

ofice, and 
J e imate  restnchons on unports 

Soum World Bank, Trends In Deb e1opng 
Jkonomies, Extracts Volume 3.1995 

Progress on policy harrnonlzatlon is 
cons~derably less advanced in the commercial 
policy areas of foreign exchange, tax polic~es, 
and labor polic~es In particular, forelgn 
exchange and tax policies are areas wlth the 
largest divergence In scores Although many 
GHA countnes undertook devaluations dunng 
the late 1980s as part of World BanWlMF 
sponsored structurd adjustment programs, 
most m a n t a n  restncbons on foreign exchange 
access Tax policies also vary w~dely by 
country and exhlblt little evidence of policy 
coord~nat~on among countnes Agan, 
Tanzama and Djibout~ are the most liberal 

Tanzarua's top rates are 35 percent and Djlbout~ lev~es no personal income taxes 

Business start-up remans problematic in all GHA countnes and indicates no 
evidence of uniform practices among GHA countnes Only Ethiopia's busmess start-up 
procedures would qualify as demonstrat~ng "relattve problemsw while all other countnes 
fall below even this threshold In terms of labor policies, all GHA countnes mantam 
mirumurn wages and support sometimes onerous regulations governing the hinng and 

finng of labor Most of these ngdibes reflect the underlying pressures of organized labor, 
the st~ll-prevalent role of state-owned enterprises in the domestic economy, and the 
relatively slow progress in advancing pnvatlzation In GHA countnes Thus far, labor 
goImes such as migration issues and free flow of labor across borders have not been 
s~gmficantly explored at the reg~onal level 
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VII. POLICXES WHICH THE G.H A COUNTRfES WILL hTEED TO I 

The greatest challenge facing the Greater Horn Region today is food secunty 
Many of these countnes are dependent on one or two crops for fore~gn exchange and have 
suffered declining or unpredictable export earnings War, drought, overfarm~ng, soil 
erosion and inefficient economtc policies have hurt productivity Th~s  ln  turn has led to 
malnutrition and recurrent famines rn many Horn Countnes 

Clearly, lncrsaslng produchvity and food secunty is an important god for the entire 

region However, whtle food production is an key part of achieving food secunty, self- 
sufficiency 1s not necessary for food secunty Several Asian countnes, including Japan, 
Tawan and Hong Kong, have been able to thnve despite madequate domestx produchon 
of major food crops They have done so because of strong economic growth resulting 
from efficient commercial polictes which facilitated trade and shmulated investment 
growth Rislng incomes in turn allowed the economies to achieve food secunty by 
assunng an adequate supply of food imports Thus, an important first step for the GHA 
region to achieve food secunty would be to uork to improve its commercial policies, 
especially its pncmg, import and export policies If the region implements the 
recommendabons for improving its overall commercial pohcy environment In conjuncbon 
wth pohcies focusing specifically on increasing food production, it wlll witness ~ncreases 
In economic growth, produchvity and standards of living 

A. Pohcy Areas Targeted for Irnmed~ate Reform 

The Commercd Policy Model idenhfies three areas (import policy, export policy, 
investment, pncelinterest rates) under which GHA countnes have achieved relatwe 
harmomzation and five (import policy, foreign exchange, taxation, labor, and business 

start-up) towards which progress has been considerably slower Application of the model 

VII P o k ~ e s  Which the G H A Count r~s  Will Need to Change to Promote Economrc G r o ~ t h  V l l  24 



Commercial Pohcy Assessmenl o f  the Greder Horn ojAJrica Regton SRP Internahonid 

and cornpanson to policy harmon~zation i n  other regions of the world suggest substantla1 
room for further progress in all of these areas 

The Commercial Pohcy Model has ldentlfied export cowtmnts such as export taxes 
In Entrea, lack of duty draw-back in Somalia and Sudan, and cumbersome export Iicensmg 

procedures in T a n m a  A more deta_lled aud~t of the export regimes ln  each country may 
Identify addltiond impediments Gwen the small size of domestic markets tn GHA 
countnes, expanding export opporturut~ss represents a potential source of rapid economic 
growth Particularly, GHA countnes should take adbantage of the accelerated grou th in  

world trade expected from the successful conclusion of the Uruguay Round Commercial 
policies which impede the rapid development of the export sector should therefore be 
dentrfied and revised 

Although at first-blush investment polic~es in GHA countnzs appear to comport wlth 
~nternational standards, investment in GHA countnes has been noticeably lower than In 
other regions of the world with sim~lar investment codes Aslde from the political 
instabhty plagu~ng several GHA nations, one explanatron for th~s  is the cornphcated and 
often onerous business start-up procedures ~dent~fied In SFUYs iruhal revlew of the 
commercial policy framework All countnes examined except Ethiopia scored in the 
'onerous" to 'relabve problemsn category, ~mplqlng that business start-up 1s often stymied 
by such pohcies as excessive regulatory obstacles to market entry, licensing requlrzrnents 
which are excessively bme-consummg, or inadequate court procedures for addrzssmg 
commercial disputes Effectwe business start-up procedures are a m e  qua non for 
effechvely Ieveragmg a l~beral investment ccde, and therefore Horn countnes should focus 
on hberalmng these start-up procedures as a necessary complement to overall Investment 
regme reform Instability, however, cannot be disregarded Sigruficant busmess 
development requires secunty of one's person and one's assets and certanty that today's 

pohaes wdl be tomorrow's If investors are unconvinced that the current pro-market trend 
wdl csnbnue to be supported by government, comrnerc~al evpanslon remains unattractrve 

Import pohcies present an important startmg point for po11cy reform, because they 
prowde the hnk to mternahona? pnces which discipline dornestx firms, induce competition 
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and provide necessary production inputs Relative to the import subst~tution poIlc~es of 
previous decades, the import regime liberalizat~on descnbed in the prevlous section 
represents substantial improvement However, while the general trend has been towards 
convergmg on a more hberal regme relahve to previous pohc~es, the countnes stdl exhibit 

some divergence on the degree of ltberalization Import duues in most GHA countnes 

reman above the level wh~ch would render the countnes consistent with internatmnd best 

pracuces, would provide a disc~plining mecharusm for domestlc firms, and would ensure 

access to affordable Inputs for domestic firms For example, maurnurn duties in GHA 
countnes are stdl high 40 percent in  Burundi and Tanzanla, 50 percent in Entrea, and 
80 percent in Ethiopia Such rates can prov~de substantial effechve protection to inefficient 
domestic industries and should be reduced 

Foreign exchange policies are more complicated to resolve than problems in other 

pohcy areas Even though countnes should stnve to avold overvalued currencies which 
often result fiom pegged rates, such an outcome is more often a funchon of prudent 
monetary pollcy (which are beyond the purwew of this study) than of commercial policy 
reform Absent instrtutional measures to ensure prudent monetary policies, GHA 
countnes can still progress further towards lifting remanlng restnctions on foreign 
exchange ailocahon As noted in the previous secbon, profit and capital repatnation which 
depend on access to forelgn exchange are subject to approval in most GHA countnes 
except for Djibouti and Entrea Such resmctlons represent a slgnlficant deterrent to 
forergn investment, especially given the growing international norm towards immediate 
access to foreign exchange for profit repatnation 

Taxahon policies also garnered low scores I n  GHA countnes due to generally high 
sales and Income tax rates, especially those in upper income brackets Whrle in the short 
run governments may be reluctant to lower tax rates due to the adverse Impact on fiscal 
revenue colIec~ons, more reasonable rates may be beneficial in the long-run ~f deslgned 
to broaden the tau base and remove incentwes for tax evaslon and cross-border smuggling 
Evldence from several countnes such as Chile, Mexico, Colombia and Indonesia suggests 
that government revenue may increase followmg reforms which broaden the tax base 
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Attempts to harmoruze the tax base as well as ahgn rates to discourage smugglin_e and tax 

evasmn are strongly recommended 

Labor pollcies uruformly earned GHA countnes low scores due to wage controls 
and slgruficant restnctlons on hinng and finng The issue of labor reform is tled to the 
broader issue of pnvatlzatlon and reform of the state-owned sector Although this Issue 
has recaved some attenbon dunng structural adjustment programs in the region, tt remalns 
an antransgent pol~cy area due to ~ t s  llnkages to pnvatrzatlon and provlslon of social 
services in GHA countnes Although the Issue of labor sector reform deserves concerted 
attentmn, ~t should be addressed within the larger context of rendering the state-owned 
sector more efficient and provldmg needed social servlces u hich are typically llnked to 
employment USAID has already undertaken several studies concernmg the nexus of 
effic~ent labor markets and pnvatlzation, and recommendations profferzd there~n would 
be a useful s W n g  point for examining policy optlons in this field 

B . Necessary Measures and Inst~tutrons to Accomplish Policy Reform 

In order to successfUlly implement these policy reforms, GHA members could 
reinforce domestrc reform effort by addressing these problems on the regiond level 
Cemnly, regional economic grouping are not new concepts In Afnca uhere all countnes 
have joined regonal integraQon groupmgs slnce the 1960s Their appeal IS Intultik e glven 
the small size of most Afncan economies 

Wistoncal experience ind~cates that reform initiatives often move through repons 
cfue to 'dernonstratlon effects," such as what has occurred in Southeast Asla A reglonal 
approach to policy harmonization aIso dovetals w ~ t h  several of the reform measures 
ldenttfied earher in this report Trade llberalizatmn provldes a clear s m n g  pomt As 
noted previously, Import duhes are inord~nately high among GHA countnes relatne to the 

rest of the world and are a pnme candidate for further liberalization Howeksr, l t  IS 

understandable that GHA countnes might be reluctant to undaterally reduce duhes for fear 
of operung their markets to internat~onal competit~on wlthout commensurate moves From 

nelghbonng countnes To reduce this collectwe action problem, GHA countnes should 
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conbnue to pursue the regional integration strategies mtiated under the PTA,  COMESA, 
and the CBI 

From a theoretical standpoint, trade Integration should yield economic gams such 
as economies of scale, a greater diwsron of labor, specidizabon and competitm, wh~ch 
allow dynamic comparahve advantages to develop However, the potentla1 for growth 
opportun~ties resulting from trade Iiberalization should not be overestimated Prev~ous 
attempts at reg~onal integration in Africa have produced few of the predicted efficiency 
gans seen in Europe or North Amenca There are several reasons For this, Including the 
lack of complete implementahon of trade hberaliza~on measures among member countnes 
Further, the structure of production among GHA member suggests a lack of 
complementanly among members, which is a prerequisite for trade gains according to 
theones of comparatwe advantage 

Th~s  IS not an argument to abandon trade hberalizat~on, a tenet whose benefits have 
been welldocumented In both theory and pracuce It is, however, an argument to examine 
add~honal pol~cy areas In which regional synergies must be tapped if GHA countnes are 
to rea lm significant economlc growth over the comlng decades GHA countnes m~ght 
galn more from regional initiatives which harmonize tax policies to prevent smuggling, 
from umfymg customs procedures to reduce administrative costs, or from pursuing 
harmoruzed investment regulations which prevent countnes from entenng into a "bidding 
war" wth other GHA members to attract foreign investment Ail these objectives, which 
hold potenha1 for enhancmg the business climate among GHA countries, are best addressed 
on a regonal level to reduce the costs of negohabng bilaterally and captunng the synergies 

of reg~onally harmomzed pol~c~es  

In short, regional trade integration is the best starbng point for future Imtiat~ves 
p e n  the extstmg lnst~tutional structure of COMESA However, limlted trade potential 

with~n COMESA suggests that trade liberalization alone IS l~ttle substitute for broader 
regional reform In other complementary policy areas such as tax, investment and labor 

polic~es 
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C. Policy Changes to Promote Reg~onal Pol~cy Warmonuat~on and Growth 

Given the synergies of reglonal policy hannomzation, the commercial policy model 

suggests several principal areas under whlch concerted policy reforms among GHA 
countnes might pursue growth opportunit~es These include 

* taxation pof~c~es  
* tnvestment policies 
* trade pollcles 

These Issues would be better addressed at the regional level in recognition of the common 
interest GHA countnes have In pursuing similar reforms and In an attempt to capture the 
synergies from reglonaIIy harmonized pollcies 

The hlgh and vanable tax rates among GHA countnes have been ated as a major 

incenbve to evade taxes, store financial caprtal abroad, and smuggle goods between 
countnes with large tax discrepancies Gwen that this problem is common to all GHA 
countnes and that cemn consequences such as smuggling involve a reg~onal component, 
regional harrnon~zation would be a preferred means of addressing the issue of tax policy 
reform Harmomzed rates and tax collection procedures would not only broaden the tax 
base, but also reduce the administrative costs Involved in tax coliection 

A regonal approach to investment policy could also prove effective (once pol~tlcal 
stabhty IS restored) In the competlhon to attract ~nternattonal capital, countnes might feel 
compelled to offer increasingly attractwe tax and financlal incenuves to comparues, thus 
mstxgahng a 'bxddlng war" wh~ch GHA countnes could 111 afford Reglonal standards on 
investment policies (1 e a regional guarantee of national treatment, fore~gn ownership, 
etc ) would not only preclude unnecessary cornpewwe biddmg for investors, but also ralse 
the vis~billty of the entlre region as one hospitable to foreign investment 

The Commeraal Pollcy Model mdicates that GHA countnes score low In Import 
policies due to high tanff rates, despite significant progress thus far in dismantlrng some 
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of the Import substitution policles of the past three decades Clearly, countnes could 
r e a l m  greater efficiency guns from further Iiberalizahon, even if these guns might be 
somewhat hmited by the lack of complementady among goods markets in GHA countnes 
Further efforts to increase exports rnclude the ellminabon of export taxes and removal 

of pnce controls 

In tandem with intra-regonaJ trade liberal~za~on should come tanff reduction vis-a- 
vis non COMESA members Theory and practice show that despite the predicted gwns 
from regional integration, countnes m~ght still suffer a net welfare loss if trade diversion 
(shlft of trading partners from the best available to member countnes due to differential 
tanH rates) exceeds trade creation from integration To minimlze the potentla1 for trade 
diversion, GHA countnes would be advised to continue the process of tmff  reduct~on 
versus non-GHA countnes who are the region's major tradmg partners Only allgmng 
internal pnces in the regon with world pnces would bnng about the predicted gains from 
trade Iiberalization In a larger regional trading bloc such as COMESA, GHA countnes 
would have increased negotiating leverage to pursue such Iiberalizat;lon measures In 
internahonal fora, such as the WTO, in exchange for increased access to European 
markets In the case of small countnes such as those in the GHA where tanff revenue 1s 
a major source of government revenue, governments will initially be reluctant to pursue 

tanff reduction for fear that doing so would lead to revenue shortfalls While this may 
occur in the short run, the long run benefits in terms of effic~ency and growth of export 
markets would outweigh the revenue loss from trade liberalizat~on 

Finally, the important role which soclal and pol~tical stab~lity plays in a country's 
econonuc development must not be overlooked A government which cannot implement 
~ t s  programs or enforce its rules and regulations is incapable of achievmg successful 
macroeconomic reform Many of the nations in the Greater Horn region are plagued by 

ethnic stnfe and political instability With the exception of Tanzanla and Kenya, all of 
the GHA countnes have experienced some form of cikil stnfe within the last decade Four 
of them (Burundi, Rwanda, Somalia and the Sudan) currently have pol~tical and/or socral 
conflict wlthin their borders Not only has this unrest severely damaged these nabons' 
econormc and physical infrastructures, but it has also undermined therr political and social 
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structures and has hurt thelr governments' c red~bh ty  in the business communlty Before 
the GHA nations can make the economic pollcy changes necessary to create a more 
hospitable investment climate and to achreve reglonal growth, they first must settle the 
ethruc and political stnfe within their countries 
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I VIII. REGIONAL OPTIONS TO STlMJLATE RAPID ECONOMIC 
GROWTH 

This report has already discussed several problemahc policy areas which will 
require future revrslon In  order to improce the long-tzrm growth prospects of GHA 
countnes Some of the necessary pol~cy reforms can be achieved by legis la t~e  action In 

GMA countries The three programs descnbed below wtll requrre more concerted and 
intensive technical assistance programs which aim to bulld capaclty w ~ t h ~ n  the GHA 
pohcymalang commuruty to design and implement a long-term economic growth strategy 
that effectively leverages reg~onal rnstltutrons and common rnterests SRI recommends 
imbabves to strengthen the weakest comrnerc~al pol~cy linkages identified in the 
commercial pol~cy audit The programs descnbed below incorporate the strengths of 
regiond programs such as economies of scale in resource utiIizabon, design, 
admimstrahon and evaluation We identify three specific proposals (I) taxabon policy 
review and harmonization program, (11) investment cIimate/business start-up review and 
regional promobon program, and (111) export policy review and support program 

I Tavat~on Pol~cy Renew and Harrnon~zation Program 

GHA countnes vary substantially in their respecwe taxat~on policies While 
taxation policies tradit~onally focus on revenue generating capabilities for the Treasury, 
policymakers should not ignore the distomonal impacts of taxes on economic 
declsionmakmg Excessively high corporate taxes may d~scourage investment and 
encourage capital flight, especrally when more favorable investment climates and less 
strmgent tax rates are available elsewhere In addrbon, widely disparate tax rates In 
neighbonng countnes may serve as a pnmary incentive for smuggling 

Gwen the internahonal d~mension to tax reform, GHA countnes should invesbgate 

the possib~hty of harmonizing polic~es at a reg~onal level Such a review might involve 
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benchmarlung GHA tax rates agamst those of other reglons of the world, exam~rung the 

tax reform efforts of other countnes, explonng options for improving the admin~strat~on 
and collec~on of taxes, and lnvestigatlng alternative formulas for tax fevylng whxh 
engender fewer economic distortions than the present system The expenence of other 

developng countnes such as Chile and Argenbna, for example, has shown that tax reform 
ts a key component of achlevmg fiscal stabhty and promotmg efficient decis~onmalung by 
economlc actors 

Adophng a regonal approach to tax poky harmonrzat~on is not uncommon In the 
European Uruon, for example, tax policies are harmomzed as an integral part of the overail 
creation of a common market Policymakers have realized that once trade barners are 
lowered, slgmficant divergence in tax rates across countnes can still lead to distorted flows 

of g o d s  and capital to areas where they are sub-optimally used More consistent Intra- 

regional tax pohces can reduce these distortions, Improve tax collectron and reduce 

incenltlves for cross-order smugghng 

2. Investment CLimate/Busmess Start-up Renew and Reg~onaI Promotion Program 

Investment is uruversdly recogmzed as one of the pnmary ~ngredients for fostenng 
greater economic growth by building the productwe capacity Whether the source of 

investment is forelgn or domestic, thls functlon of resource mob~lization for productive 
use is central to the overall growth strategy of any country Although GHA countnes 
already have adopted some of the liberahzmg measures to promote mvestment, an 1mtia.1 
renew of Investment flows to developing countnes shows that sub-Saharan Afnca and the 
Horn in particular lag other developing regions of the world In attractmg both fore~gn 
capltd and retamng domestic capital There are numerous reasons for this, not the feast 
of whch are prewous policies hmitmg lnvestrnent In "strateglcn or state-owned sectors and 
chron~c pol~hcal instability In the region, which Increases the nsk of any potential 

investment 

Another force whlch discourages investment IS the business start-up procedure, a 
natural complement to investment law reform Even given sufficient Investment 
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incentives or de jure access to enter all domestlc markets, investors (both foreign and 
domesDc) d l  be unwlling to proceed with new ventures if start-up procedures gobsrrung 
licensing, zorung, permits, etc are onerous and represent a considerable source of tme 
and resource expenditures Busmess start-up is parWularly problematic when the 

international investor community can avad Itself of more hospitable environments In the 

developing regions of East Asia or Latin Amenca 

GHA countnes, already disadvantaged by a less-than-favorable perception in the 
internabonal busmess commuruty, would benefit from establishing reputat~ons as in\ estor- 
fnendly It is therefore recommended that a comprehensive evaluation of busmess start-up 
procedures and investor approval facilit~es be undertaken in  Horn countnes to assess the 
extent to whch legal provisions diverge from actual pract~ce It has been the experience 

of past comrnerclal pohcy audits that actual business start-up can be sigruficantly more bme 
consuming and onerous than what 1s suggested by an lnitlal revlew of a country's 
investment code Streamlining these processes would be a necessary complement to the 
investment liberalization measures already undertaken by GHA governments 

Once GHA countnes have established internationally competitive investment 
climates, they can begm marketing their product to the internat~onal commuruty by 
leveragng regonal ~nsbtubons Given scarce resources and small internal markets, GHA 
countnes rmght more efficiently accomplish this task by develop~ng reg~onal promotional 
matenals, and beginn~ng investment promotion programs to stimulate investment in the 
region as a whole 

3. Export PoI~cy Rev~ew and Support Program 

Export promotion is typically thought of as compl~mentary to Investment promobon 
in that both serve to link domestsc producers to international markets, provide the 
disaplirung effects of internat~onal competition, give access to technoIogy transfir and 
generate foreign exchange receipts for the home country Progress in removmg onerous 
export provtsions such as licenses and taxes has been noted earlier in this report 
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Establishing cornpetltive exchange rates is obviously another key feature of efforts to 
eliminate anb-export blases 

The reasons for conhnutng an export-onented growth strategy are numerous Past 
performance pnor to the disruphon of normal econormc actlvity due to civil strife suggests 
that most GHA countnes were involved in mternational markets and thus produce goods 
and supply pnrnary products whxh are demanded by mternational markets, especially In 
Europe Secondly, most GHA countnes face small internal markets and thus have little 

o m  but to produce for larger intzrnabonal markets ~f they hope to realize the efficiency 
gams from scale economies h n a i l q ,  decades of war have depnved GHA countnes of the 
necessary lnfuslon of new technology and slulls, so openness to internabonal markets could 

be a channel for technolog~cal rmprovement 

The GHA governments have already inlt~ated several measures to promote exports 
b o u g h  pohcy reforms such as pursuing a cornpebhve exchange rate, lowenng trade taxes 
and d~smantllng restrictions on exporter Additional measures should be taken to gear 
export promobon into the medium and long term These include the rationallzatmn of 
export licensing, further improvements in foreign exchange allocahon systems, and the 
ehm~nabon of remaining legal and regulatory obstacles whrch constram firms from 
investmg 

USAD can complement these efforts through several addibonal programs Perhaps 
the two biggest challenges to exporters he in developing competltlve products for the 
mternatmnal market and obtzurung export financing After civd war and the disrupbon of 
normal trade flows, many local merchants are unfamiliar w~th international markets, 
export procedures, packagmg and safety norms in export markets, and dlstnbut~on 
channels Workshops and techmcd assistance programs which would convert small, locd 
enterprises into exporters prowde one of the most cost-effectwe and sensible means of 
prornotq long-term economic growth in the Horn 

Agam, a regional approach would be usefbl in this regard Exports should focus 
on two markets COMESA and the rest of the world Given the existence of regional trade 

VI1l R c g m a l  Opr~ons to S~~mula lc  Rapd Econornrc Grorrh VIII - 35 



Commercial PoDq Asscsstnerrt of the Greater Horn of Afr~ca Regron SRf  hternafzond 

promotion mtitutions such as COMESA to whlch all GHA countnes belong, exporters 
would be well served by a concerted effort to harmonize customs procedures, safety 
requmments and packagtng norms throughout COMESA in order to reduce dismceni.wes 
to intra-regional trade Although packaging and safety norms are atypical non-tmff 
barners, the European Unlo has x enence has shown that harmonizing such pracuces e > p  
can be mutually advantageous to all countnes involved and can encourage exporters to 
market therr prcducts beyond their immediate borders Similarly, COMESA could serve 
as a means for promoting the reg~on's exports into other areas such as Europe wh~ch 
represent naturally export markets 
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Regional Cluster Comparisons 
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1 COIC\.fERCWL POLICY RESEARCH METHODOLOGY 1 

SIiI has deteloped a methodology to allow cross-country compansons of overall 
w m r n e d  poky regimes through summary country pohcy scores, which descnbe the degree to 
whlch commercial poI~cies are business-fnendly as well as cornpehbon-based One can easdy 
assess the comparahve poslbon of a couny's commerc~al pohcles v ~ s  a vls its global or reponal 
compehton SFU designed a ratlng system which asslgns summary policy scores to each nahOn 
These scores descnbe the degree to which the commercial pobcy regime of a country 1s busmess- 
fnendly and cornpehhon based 

Under &us sysErn, both quanatahve and quahtahve informa~on is con~erred mto a set of 
pol~cy scores For each policy vanable, a numencal value -- vanable score (VS) - is asslged 
to a spec~fic pohcy condlQon For variables that are not stnctly quantdiabk, other means of 
measurements are utilized For example, duty exemptions for machmery, raw matenah, and 
oher producaon Imported Inputs are an important factor in attracung investment The vanable 
"Duty Exemphons" is assigned a VS of * 1" if duty exemphons exlst, and "0" if otherwise The 
sconng system IS descnbe m deml as an appendix to thls report 

The scores of the pohcy variables wthm the same policy category were then summed and 
harmomzed according to a conversion scale to yield Policy Category Scores (PCSs), whch fall 
rnto a range of 1-4 Ttus u to ensure that the sconng system d l  not be biased towards the pohcy 
categones m which more data and mforma~on are avalable The PCSs are then grven weights 
whch reflect thex refahve mportance m f o m g  the overall cornmerclal pohcy envlronrnent (see 
the appendrx for the weights ass~gned to each policy category) 

The Total Score (TS) for each countly w a s  obtmed by sumrmng the we g h t d  scores from 
dl the pol~cy categones The rnaxlmum achievable TS for a country IS 100 TSs can be 
compared across countnes as a summary descnpbon of the commercial p o k y  enwonment In 
addihon, compansons and benchmarlang can be conducted in each policy category by comparing 

the Pohcy Category Scores across all countnes or groups of cuunrnes Perhaps more ~rnportanzly, 
the corretahon betwen  the Total Scores, Policy Category Scores, and economic performance 
across countnes can be observed and analyzed 

It should be noted that thls sconng system is designed to ~nd~cate attrachveness to 
mvestors, and not necessarily pollcy mixes that wouId be recommended from a purely econormc 
standpornt For example, for cemn phcy variables, hlgher scores are assigned to countnes that 
have adopted specla1 mcennves specifically to encourage investment or trade, such as Income tax 
exempnons for exporters, or lncome tax bolldays for investors In many countnes, such specla1 
lncenuves are often provided to Investors and exporters to counteract the resrnctwe commerc~al 
pobaes m other areas Thus, econormes b e  Hong Kong whose h s .  fare policy pracnces most 
closely resemble the textbook free market approach only achieved a score of 88 



COMMERCIAL POLICY SCORING SYSTEM 

7. IMPORT POL ICIES 

POUCY VARlABLE 

(TWTMEAN) A Mean Tariff 

POUCY VARIABLE 

B Tar~ff Vartance (TWTMAXJ 
(TWTMI N) 

WClCY VARlAlLLE 

C Nowtariff Barrlers (ALLNTBS) 

RANGE SCORE 

RANGE SCORE 

RANGE SCORE 

f OTAL SCORE 

Total Score Raw Score Grade 

Wetght for ths category 4 



2. Export Policies 
POUCY VARIABLE 

A ExponTaxes (XTAXES) 

POUCY VARIABLE 

6, Export Restr~ctmns (XRESTR) 

C Export Income (XYTAXX) 
Tax kempbon 

POUCY VARIABLE 

D. Duty free rmports (DUTYFREEM) 

RANGE 

No 
Yes 

RANGE 

No 
M~n~mal  
Selectwe 
Ex + nsrve 

FIANCE 

Yes 
No 

RANGE 

Yes 
No 

SCORE 

SCORE 

SCORE 

SCORE 

B 

Total Score Raw Score Grade 

I5 - 61 4 A 
13 - 41 3 B 
(2)  2 C 
(1 1 1 0 
(01 0 E 

We~ght for ltr~s category 2 
I L 



3. Tax Policies 
POUCY VARlABLE RANGE 

A M~nrrnurn Corporate (CORPTAXL) 0 < 96 < 20 
Income Tax Rates 20 < Or6 < 30 

30 < 96240 
a < %  

POUCY VARIABU RANGE 

B Top Corporate Income (CORPTAXHI 0 <%A20 
Tax Rates 20 < Oh < 35 

35 < % < 4 5  
45 < % 

POUCY VARIAZKE 

C Mm~mum Personal (PYTAX L) 
Income Tax Rates 

D Top Personal Income (PMAXH) 
Tax Rates 

RANGE 

POUCY VARIABLE RAHCE 

E Safes Tax + (SALESTAX + 0 % 
VAT Rates VAT) 0 < % < l o  

10 < %<I5 
15 < % 

SCORE 

3 
2 
1 
0 

SCORE 

3 
2 
1 
0 

SCORE 

3 
2 
1 
0 

SCORE 

3 
2 
1 
0 

SCORE 

3 

Total Score Raw Scare Grade 

(13 - 15) 4 A 
(11 - 121 3 B 
(8 - 10) 2 C 
(5 - 7 )  1 D 
(0 - 4) 0 E 

We~ght far th~s  category 4 



4. Domestic lnvestment incentives 
WUCY VARlA0l.E RANGE SCORE 

A income Tax Hohdays (YTAXHOL) Yes 1 
No 0 

POLICY VARlA8t.E RANGE SCORE 

B Duty Exemptions (DUTYEXEMP) Yes 1 
No 0 

W U C Y  VARIABLE RANGE SCORE 

C Other lncentwes (ACCDEP, IALLOW, Two or more 2 
Accelerated Depreciation, RDINCENTJ One 1 
investment Allowance, None 0 
and R&D lncenbves 

Total Score Raw Score Grade 

4 4 A 
3 3 B 
2 2 C 
'1 1 0 
0 0 E 

Wetght far tfin category 2 

d 



5. Foreign fn vestment ~ e s  tiic tions 
POUCY VARIABLE 

A FDI Restrrc~on (FDIRESTR + 
EQURESTR) 

POUCY VARlABLE 

8. Expatrrate Employment {EXPATRTR) 

POUCY V A R f A U  

C. D~fferentlal Treatment (DIFTTREAT) 

WUCY VARlABLE 

D D~spute Settlement (DISPTRMT) 

Standard 
Moderate 
Restr~ctlve 

Standard 
Moderate 
Restrmive 

RAN CE 

No 
Yes 

RANGE 

SCORE 

SCORE 

SCORE 

SCORE 

Total Score Raw Score Grade 

(6 - 7 )  4 A 
15) 3 B 
(3 - 4 )  2 C 
(1 - 2) 1 D 
(0) 0 E 

Wetght for th~s category 2 

2 



6. Business Start-up ~rocedures 
PQUCY VARIABLE UANGE SCORE 

A. Busmess I~censlng, (LICENSING, EfYic~ent 4 
reglstrauon and approvals APPROVALS) Relatrve Probfems 2 

Onerous 0 

We~ght for th~s category 2 



7. PMng and lnterest ~ o / i c e s  
POUCY VARIABLE 

A Price Control (PRICECONT) 

POUCY VARlABLE 

B Price System (PRICESYST) 

POUCY VARIABLE 

C Interest Control (INTCONTR) 

D Credit AHocaOon (CREDITALL) 
\ 

RANGE 

None 
Selective 
Extensive 

RANGE 

Market 
M~xed  
Adrn~ntstered 

No 
Yes 

UANGE 

Market 
M~xed 
Admmstered 

SCORE 

Total Score Raw Score Grade 

i7) 4 A 
(5 - 6) 3 B 
13 - 4) 2 C 
t1 - 2)  1 D 
(0) 0 E 

SCORE 

4 

SCORE 

Weight for thrs category 3 

SCORE 



Foreign Exchange PO ficie's 
POUCY V A A L A W  

Exchange rate System (FXSYST) 

POLICY VARlABLE 

Fore~gn Exchange level (FXLEVEL) 

POUCY VARIABLE 

Foreign Exchange (FXRESTR) 
Restr~ctron 

POUCY VARUBLE 

Profit Repatnatmn (PROFRESTR) 
Restrrctlon 

POLICY VARtABLE 

Capttal Repatnation (CAPRESTR) 
Restriction 

W G E  

Free Float 
EMS 
Pegged to Basket 

of Indrcators 
Pesged to Basket 

of Currencies 
Managed Ffoat 
Pesged to US$, 

FF, or SDR 

Market  
Overvalued 

RANGE 

Nore 
Min~rnal 
Moderate 

SCOUE 

3 
2 

2 

2 
1 

0 

SCORE 

1 
0 

SCORE 

3 
2 
1 

Restr~ctrvelProhlbrt~ve 0 

FiAN t E  SCORE 

None and M~nimaI 2 
Moderate 1 
Restr~ct~ve/Prohlbitive O 

RANGE SCORE 

None and Minimal 2 
Moderate 1 
Restrictlve/Prohibttwe 0 

Total Score Raw Score Grade 

(10 - 11) 4 A 
(8 - 9) 3 B 
(6 - 7 )  2 C 
(4  - 5 )  1 0 
(0 - 3)) 0 E 

We~ght for th~s categov 4 



9. Labor Policies 
POUCY VARlAaLE 

A H~rrnglFtr~ng Flexrb~l~ty (HIFIFLEX) 

W G E  SCORE 

Flexr ble 2 
Moderate 1 
Inflexrble 0 

POUCI VARlABLe RANGE SCORE 

B Minimum Wage: 

C. Wage Controls 

(MINWAGE) No 1 
Yes 0 

(WAGECONTR) No 1 
Yes 0 

Total Score Raw Score Grade 

Werght for tfim category 2 



7 0. suggested Weigh tiig for Policy Categories 

Score Range Wa~ght Maximum Wc~ghted 
Scors 

Import Policles 0 - 4  
Export Poltctes 0 - 4  
Tax Polictes 0 - 4  
Investment Incentives 0 - 4  
FDI Restrlcbons 0 - 4 
Busmess Start-up Procedures 0 - 4 
Pricmg/hterest Palictes 0 - 4  
Forstgn Exchange Pol~cres 0 - 4  
Labor 0 - 4 


