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ABSTRACT

This paper examines ketyade and trde related issues facing Soufirica. It describes South
Af r i c-enbysintorthe global trade architecture anddt®nomic growt in the context of its trade
performanceas well asthe composition and performance of South Ami@xports atthe productand
sector leveln the period from the early 1990s to 200®e study alsassessesSout h Afri cads co
trade performancbased ora gravity model of international tradend discusss some keyistorical and
recent trade policy developmenEnally, the studyprovides an econometric assessment of the impact of
South Afri cads duringathkeperibdi fAiorel©88 toi2808 tori labour and total factor
productivity across its industrial sectoisshows that while South African trade performance has been
good in recent years there is significant room to liberalise further as an adjunct to labour market reforms.
Furthertrade policy liberalisation would bring about importaufuity and efficiency gains Multilateral
trade liberalisation has the potentialn@aximise the gains arghse the transition to freer trade for South
Africa but unilateral liberalisationlsodeseres consideratian

Keywords:South Africa,trade, trade networkrade performancegvealed comparative advantage,
gravity model, productivity,dynamic gains from traddariffs, effective rate of protectionregional
integration
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SOUTH AFRICAG SRADE AND GROWTH

Executive summaryand conclusions

This paper examines késade and trade related issues facin§outh Africa. It describes South
Af r i c-entbysintorthe global trade architecture anddat®nomic growth in the context of its trade
performance as well aghe composition and performance of South Afmiexports atthe productand
sector leveln the periodrom the early 1990s to 2006he study alsassessesSout h Af ri cads <co
trade performance based armgravity model of mternational tradend discuses some keyistorical and
recent trade policy developmenEnally, the studyprovides an econometric assessment of the impact of
South Africads duringathkeperibdi fiorel988 toi2808 on labour and total deor
productivity across its industrial sectors.

The main findings of the paparesummarsed below

Generalassessment

1 South Africahas succeeded teinsertits economyback into world tade in the mid 1996
following a long period of internal politéd difficulties and international reactions to the apartheid
regime. Sinceahe early 1998 successivésouth African governments have faced major economic
policy challenges to change the institutional structure of the economy and adapt the trade policy
regime to the new agenda and structures.

1 Since the mid 1990she¢ tradesectorhas not been able to keep up with developmentsairid
marketsi especially in raw materials and intermediate goods. Indg@edu t h  Adsition ma 6 s
the global trade architecihas remaned constantor even deterioratedlightly since 1995. This
flat trendcontrasts with the performance ofi@4, Russia and India whamntinued tadeepen their
integraton into world trade supply chairafter 1995.

9 Indicators of trad performane and trade policguggest thathe lagging trade progressay be
relatedin partto the process ofradeliberalisation That process appears to have stalled or even
slightly reversed in recent yeaiBhe decline in average tariffs and duties collected ekample,
has been interruptednd in some case&venreversed direction since 2000 as a result of increasing
duties on consumer and, to a lesser extent, intermediate products and raw materials.

1 There are some sigrmuggestingthat thismay berelated ¢ the slow progress irthe current
multilateral negotiations, growing numisesf preferential traihg agreementand the emerging
industrial policy strategyall of which call for maintaining relatively high effective rates of
protection on certain sectors

1 With an average annual real GDP growth of close to #6&tn 2004 to 2007 South Afri
economic performance has baearkedlystronger than in the immediate pagtartheid perioaf
19942003. The per capita income which is already high by BRIICS stdsdsas also been
increasing as was the total number of people in employment. However, the employment rate has
been lingering around a very low-43% in the 19942006 period which meant that growth was
generated by less than halftbke working age populion. Such a low and persistent employment
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rate indicates that the benefits of recent growth have not been shared as widely as they might have
been and that labour market performance represents one of the most essential and daunting
challenges for South Ata.

T The expansi on of Sout h Afri ca6fem 208&ar26006, df f wWor
sustained, could mark a break from a downward trend that has been observed since the beginning
of the 1980s. Interestingly, this coincided with an increaseintSh Af ri cads share
world exports of goods and services, and services in particular. This signals that there may be more
tothe pickup in South Africads trade sinceand003 t
improving terms of trade

1 Trade reforms had already started to be implemented in the period preceding 1994. This was
reflected in robust rates of export and import volume growth in the-1988 period. Indeedn
the first years (1994999) of majority rule the average growth rateb exports were actually
slightly lower as compared to the preceding period, probably reflecting the restructuring of the
economy, while import volume growth rates picked up more quickly post 1994 and stayed above
those of exports until very recently.

T These devel opments contributed to the worsenin
which, up until then, was either in moderate surplus or an insignificant deficit. What drove these
current account developments was a deteriorating balantte eadein goodssidewhich became
negative in 2004 for the first time since taly 1980s. Balances on services, income and curren
transfers have not undergosmgnificant changes, although the balance on services in 2006 has
reached its lowest position the 19942006 period.

1 As far as financing of these deficits is concerned, portfolio investment regained its position on the
financial account reaching almost 8% of GDP in 2006 and outpéarigrthe levels from before
2001. Somewhat arryingly, direct inestmentnflows have beemuch weaker raising questions
about the sustainability of the current account position

1 Indeed, the current financiarisis and economic downturare having a negative impact on
international financial flows and thus can negdtiye i mpact the financing
deepening current account deficits. Another aspect of the current glodatibl and economic
turmoil is the worsening terms of trade for commaodity producers, including South Africa. These
recent unexpected evenhave added to already existing econoflectricity shortages and
inflation), social (health and crimeand political (unexpected resignation dfresident Thabo
Mbeki in September 2008problemsof the country. All these factors reduce somewhat the
coni dence with respect to South Africabés future

Trade performance

1 South Africa has been gaining market shares in a numbdyramic productsthat have been
growing in world markets at a rati@aster than averagas well asn a number of lesdynamic
products This reflectsSouth Africdd s  bbasedcomparative advantagacross arange of
products.

1 However, anoverall feature ofSout h Africads trade i s the in
concentratiorto levels thaarehigherthan thosebserved in OECD economie€ghe Top 25HS6
(6 digit) productsare dominated by the valuable mineral products South Africa is noted for.
However, their composition changed significantly over the decade. In 1996, they included
diamonds, chromiungold, nickel, manganese, zirconium and copper. In 2006, platinum rdplace
diamonds at the top and rhodium and palladium reglaiium, manganese and zirconium.
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1 There are also major differences to the order in which individual products appear évehked
comparative advantage index list and the top exportliisesources in théradable sector were
allocatedmost efficiently, these two lists would be consistent with one anailinés. points to
potential trade and industry policy distortions. Fekample South Africa reveals a moderate
comparative advantage in machinery and equipment items. These products are, however, towards
the top of the major export lisuggesting an element of implicit export subsidisation the other
hand, the situatiorfor some agricultural pucts appears to be the revérghere are fewer
agricultural products in the major export list than one might expect from the revealed comparative
advantage data. This suggests that industry and trade policy in Southig\inqicitly taxing the
agricultural sectothrough negative relative rates of trade protectidris is consistentith some
independent evidence that policy assistance toagoicultural tradable sectors has increased
relative to South African agriculturaéstors. Furthermore, this implicit export tax on agricultural
products has grown in recent yeasom a relatively neutral position prior to 2000.

T Another notable feature of South Africads tr a
low-skill manufactures in the mix since 1996. If this dezlia an accurate depiction ofriging
skill intensity in the export mix then it shows a lack of congruence with theskilivendowment
of the workforce as a whole and the slow progress in raising slkélslever the last decade

1 SouthAfrican services exports represent around 18% of current account cBatiices exports
are heavily concentrated in travel services (65.6% in 2006) and their importance has riSen 50%
since the trade embargos were liftedabsolute terms, the rise is more drandaggports of travel
services rose from USD 2.1 billion in 1995 to USD 7.9 billion in 2006. This points to the important
endowments the country has in tourist attractions. This is a valuable set of resoustaada bf
paymentsterms becausdhe provision of tourism services is usually very intensive in its
employment of lowskilled labour

1 WhenSouthAf ri cabs trade performance is assessed i
model of international traa] South Africa presents itself as one of BRIICS countries thahave
been expanding theielativeexports much faster than thks, especially since early 1990s fact,
South Africa is in the group o€ountries like India, Indonesiand Russiathat have been
performingat leastas wellas ChinaSout h Af ri ca e v eechtivespariormansesned Ch
certain years

9 Foreign direct investment performance of South Africa is mixed. FDI inflows expressed as a
percentage of GDP have grown considerahiydre lower than, for example, in China, Brazil or
the Russian Federation. When expressed as a share of total FDI into low and middle income
economies grouping this share is growing very slowly and is currently smaller than in any other of
the BRIICS apdrfrom Indonesia. This mixed FDI performance is somewhat puzzling given the
apparent relative openness .of South Africads s

Palicy issues

1 South Africaenterecthe postapartheid era with a complex system of quantitative restrictions and
relatively high tariffs, which were also highly dispersed. At that time, in contrast to most other
devel oping countries, South Africaébés tariff S 1
consumer products and lower tariffs on imported maafyirand capital goods, resulting in
relatively high effective rates of protectiGBRPS)

! From 46% of USD 4.6 billion in 1995 to 65.6% of USD 12 billion in 2006.
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The highest rates of protection in 1994 were recorded for namber of traditionally
labourintensive manufacturing sectors such Eextiles Wearing apparel Leather products
Footwearand Furniture (thoughMotor vehiclesand a number o€hemicals sectoralso had high
rates of protection). Low or negative rates were recorded iftingary sector(agriculture and
mining), Machinery and equipmenProfessional and scmific equipnent and Other transport
products

The ERPstructuremay seem rati onal from the point of
labourintensive sectors. Indeed, the 2003 ERPs seem to be higher in sectors where the ratios of
fixed capital toformal employment are quite low. Yet, at the same time these sectors that are
intensive in their use of labour overall are also the sectors with relatively low shares of unskilled
employment. The latter tendency may be seen as an unintended consequenes simany recent
assessments emphasise, unemployment is particularly severe in the unskilled segments of the
labour force.Additionally, high ERPscorrelate negatively with firm concentration and levels of
competition aarss industrieand with the prodctivity performance across these sectors.

The estimatessuggest that effective protection has been reduced significantly over the 1990s,
particularly when suftarges are taken into accouWet, importantly, several indicators suggest
thatthe process ofiberalisation has largely stalled in recent yedise decline in average tariff
seems to have stopped or even have been reversed since 2000. Similarly, tax revenue on
international trade and transactions expressed as percentage of importae reveBDPhas
increased noticeabim 20042007. Our analysis indicates that this was driven by increasing duties

on consumer goods though, with respect to 1999, small increases have been recorded also in
intermediate products and the raw materials category.

Atthisst age of wor k on Sou itheORCDSdcretariat $ias hot eeheablea n d
to gather and analyssomprehensivelata on the importance of services trade and services trade
barriers for South Africads eamomio gngwth dlgdestso u g h
that they may be of key importancEhe available indicators ofraderestrictivenesgor services

seemto suggestthdtout h Af r i cads smelativelydiberal astconpared torothay i me
emerging and developing economs well as the OECD

South Africabés manuf act ur i n dgtepaiented mixedmatteamn i nt
of liberalisation over the 1988003 periocandsimilarly in TFPgrowth.In theinitial years (8893)

average protection across maratfaing sectors actually increased somewhat. This was followed

by a periodof liberalisation(94-99) anda period of continued liberalisatidiput at amuch slower

rate) over the period2000-03. TFP was on average declining over the -88 period, growing
moderately over the 989 period andhccelerating ovethe 2000-03 period. This broad pattern

does not provide a crystal clear picture of correlatietweerliberalisation periodandperiods of

faster TFP growthHowever a positive link could certainly & argued if one assumes time lags
between policy reforms and industry responses.

Our econometric assessment of productivity determinants in South Afiggest that the levels

of effective rates of protection have significantly affected TFP groatihsover the 19882003
period. It is estimated thathe effect of effective rate of protection on total factor productivity is
negative, significant andonsistentlyrobust with respect to variousontrd variables. Itis
estimated that the decrease in theea@ffe rate of protection observed over the whpéiod
implies an increase ohnnual TFP growth rate by approximately 1 percentage point. This is
equivalent to more thab00%of the actuabverageannualTFP growth rate over the period. These
results sugest that trade liberalisation was indeed an important contributor to TFP growth, and in
general to output growth, across South African manufacturing sectors.

V
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1 There are signs that South Africauthorities continue to see merit in further liberalisatiah b
remain vigilant in the context dhe protracteanultilateral trade negotiations in the WTO and the
current environmendf proliferating regional trade agreementstie WTO context a strategy of
retainingbnegoti ati ng cur r e na hibéralisatiordactions is ndt ankisolated u n i
case.Al | this may make South Africads policy ma
reforms but the political benefits of such a strategy should be considered in the context of the
ongoing costs of ptection for the economy. Each year protection costs are incurred, the economy
as a whole performs atstowerpacethan would otherwise be the case

9 Because of its regional position and commodity orientation, South Africa may be seen as an
attractive predrential trade agreement partiagd is already an important regional hub for African
commerce though preferential trade always bears the risk of discrimination and associated
economic costs. As such, preferential trade is a second best option as comgamt based
multilateral liberalisation.

1 TheOECD Economic Review of South Afr{@ECD, 2008) emphasidthe need for South Africa
to address major labour market issues relating teskilled employment and the equity and other
gains that would ensuftom doing so This report has shown that while South African trade
performance has been good in recent years there is significant room to liberalise further as an
adjunct to labour market reforms. Further trade policy liberalisation would result iiemdfcand
real income gainsvhich are important to South Africarespective ofthe outcome of the Doha
Round. Multilateral trade liberalisation has the potential to ease the transition to freer trade for
South Africa but there are other options. The dijeds to reduce unemployed resources and to
get resources into their most valuable use.
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1. Introduction

1 South Africamanaged taramatically reinsert itsconomyback into the world &ade environment in

the md 199G following a long period of internal political difficulties and international reactions to the
aparth@ regime. Since the early 199@outh African governments have faced major economic policy
challenges to change the institutional structure ofett@nomy and adapt the trade policy regime to the
new agenda and structures.

2. Sout h Atentiy éno Ghe globa trade architecture can be visualised quantitatively by a
network index of heahchitecture of world yadlesin goddfhe indexmeasureshe

likelihood that South Africa is involved in a randomly selected trade chain in the network of 217 countries
that comprise the dataséin intuitive explanation of this centrality measusess follows Let usassume

that a nodgSouth Africa)sends a message to a target n(xdy, Japan)The message is transmitted

initially to a neighbouring node and then the message follows finkn that node, chosen randomly, and
continues until it reaclsethe target node. The probabilities assigned to outgoing links are determined by
the intensity of the relationsh{palue of trade)so that links representing higher trade value will be chosen

with higher probability. A highindex for South Africa meanghat the likelihood it is a part of any given

trade chain present within the network is high and therefore i¢@ess to a higher proportion of shorter
links to send a O6messaged to any o.tFlrtbkermop,@igle nt i al
proportion of Omessages6 sent by other countries
index thusreflects the trade connectivity (value and number of bilateral trade relationships) of a country
andi t s partner s, rinernedcompassinthe ahole made chaiiin gbhar words, itaptures

the influence oSouth Africaacross the whole lengtiof all trade chais. The centrality index is expressed

in percent (ile) formi in other words ranked against the other 216 ciemin the analysi¢ésee Reyes,

Garcia and Lattimore, 2008r details).

3. Figure 1.1 illustrates the relative importance of South Africa and some other larger emerging
economies in the architecture of world tradé a t he countryds degree of C
network in merchandise goods over the period ZB816.The decl i ne in South Afri
clear during the 1980s as the trade embapgoniephe¢tioy
of the world network at this time (below the"8percentile). Then from the early 1990s, the centrality

index rose dramatically with the lifting of the trade sanctions, climbing into the inner periphery within five
years (between the 9@&nd 95" percentiles). The trade economy has remained in this position ever since.
Indeed, its centrality may have deteriorated slightly since 1995. This plateauing effect since 1995 contrasts
with the performance of China, Russia and India whose indices cooted t o ri se after
performance has been outstanding and it is now a member of elite traders in the core of the network (above
the 95 percentile). India too is approaching a core position.

The appeal of network analysis for the study of international economic integration tegaleahrchitecture) is

that it allows for a wholetructure appreciation of the web of trade interactigvisen trade to GDP ratios are

used to measure the degree of integration of a country in the world economy, only direct relationships between
a countryand the world market or between two partner countries are captured. Network analysis, on the other
hand, can draw from direct and indirect trade relationships. Accordingly, network analysis results in a more in
depth picture of integration. It enablestasanalyse both the structure of the network as an entity and the role

of individual actors within the network. For example, it is possible to show how the average number of trading
partners and the intensity of these trading relationships have evolvddiharefore whether or not
globalisation is encouraging a-pdlar trade pattern. But network analysis can also be used to assess changes
in the overall importance of a given country in the trade network.
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Figure 1.1 Striding towards the core of the trade network
Evolution of BRIICS centrality indices (1980 -2005)

- - - &

Unvited States

Soviet
Union/Russia

Brazil

Indonesia
O —
N
~ /
> S
~ South Africa
S /
- - - ~

1980 1985 1990 1995 2000 2004 2005

Note: Core countries are defined as in or above the 95th percentile of the Random Walk. Between Centrality index,
inner periphery 90-94th percentile, periphery countries 85-89th percentile and outer periphery countries below the 80th
percentile.

Source: Reyes, Garcia and Lattimore (2008), on UN ComTrade database.

4, Reyes, Garcia and Lattimore (2008) also calculated this centrality index (and a humbesr of oth
indices) for South Africa for four sugroups of traded producis raw materials, intermediate goods,

capital goods and consumer products. The network indices for these disaggregated products mirror the
slight deterioration for total trade discussedabavith some differences. The centrality index for raw
materials falls from 1995 to 2000 and then again to 2005. This is somewhat surprising given South
Africads endowment s in valuabl e mi ner al resourc
deterioates from 1995 to 2000. Howeyért subsequently stabilises at t
in global capital goods and consumer goods markets increases from 1995 $oa@@d® somewhat
surprising given the strength of the minerals sector. Howeswgn these later two catemgs have
relativelylow indices in 2005 which isonsistent with the pattern for total goods trade.

5. This plateauing performance of South Africa in trade centrality terms could mednedieghas been

some stagnation in international market devel opme
about thathowever, because the plateauing may result from a lesser need for South Africa to develop a
higher range of trade linkggiven its pattern of comparative advantages, than China requires in its
circumstances. Without further information we <can

6. Neverthelessseveralother indicators consated in the remainder of this report suggest that this

may be related tthe process of liberalisaticthat haslargely stalled or backed up in recent yedise

decline in average tariff and duties collected, for example, seems to have stopped or evbaehav
reversed since 2000 as a result of increasing duties on consumer and, to a lesser extent, intermediate
products and raw materials. There are some signs that this is related to slow progress in ongoing
multilateral trade negotiations, growing numbesf preferential trading agreements and the emerging

10
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industrial policy strategy, which seems to call for maintaining relatively high effective rates of protection
on certain sectors.

7. It might be tentatively conclude t hat South Africabds trade perfor
boost relative to other countries following the removal of the trade sanctions but that the trade sector has
not been able to keep up with developments in other countries sincé &98&cially in raw materials and
intermediate goods.

8.  The renewed opeess to trade since the mil®9G providel South Africa with an opportunity to

gain from the world trading environment but itlchot provide guansees of gains from trade. The gains

from trade arise from creating a competitive tradeable sector that responds to changes in world demand
patterns and the world architecture of global supply chains.

Table 1.1 Selected economic and geographical indicators

China India South Africa  Germany Japan us

Agricultural land (000" sg. km) in 2003 5563 1802 996 170 47 4148
Arable land (hectares, min) in 2003 143 160 15 12 4 174
Population, total (min) 1312 1110 47 82 128 299
Birth rate, crude (per 1,000 people) 12 24 23 8 9 14
Death rate, crude (per 1,000 people) 7 8 21 10 9 8
GDP (current US$ bin) 2 645 912 255 2897 4 368 13 164
GDP per capita, PPP (constant 2005 international $) 4501 2393 8 807 31324 30961 42 610
GINI index 47 37 58 28 n/a 41
Goods exports (BoP, current US$ bin) 970 124 64 1131 616 1027
Goods imports (BoP, current US$ bin) 752 167 70 934 535 1861
Service exports (BoP, current US$ bin) 92 75 12 173 117 419
Service imports (BoP, current US$ bin) 101 64 14 215 136 343
Distance from Belgium (in km) 7971 6420 9536 - 9463 5892
Distance from US (in km) 10 994 11 762 12 582 6 035 10 856 -
Distance from Japan (in km) 2098 5848 14 746 9298 - 10 856
Source: WDI, CEPIIl and authorsdéd calculations

9. Over a longer historical perspective, South Africa has developed from its status as a colony based on
its resource endowments in agricultural land and mineraluress. In this respect South Africa has
endowment ratios in physical resources that have similarities with Canada, Russia, Brazil, the US and
Australia. The current endowment of agricultural lanthis hectares per head pbpulation Table 1.).2

This isnearly 50% more than the US, 5 times the ratio in China and ten times that of Géifearikis

reason South Africa developed a comparative advantage in agriculture from earliest times. The relative

importance of trade in agricultural products changedwe ver , wi th the discovery
endowments in precious stones and metals. These mineral endowments make South Africa more like
Canada and Russia in terms of mineral deposits b
zone.

A major Land Reform is currently being implemeatin South Africa with a view to redistribute the land
towards black disadvantaged population. This takes the form of grants that allow those disadvantaged farmers
to acquire more land than otherwise would be the case (see OECD, 2009 for further iafgrmati

4 South Africads endowments in arable | and are only
Accordingly, it is not surprising that South African agriculture has tended to concentrate lanallse in
high valued crops like grapes, friaind nuts and relatively less in broad acre crops (like cereals) where the US
specializes. Nosmrable agricultural land is then devoted to sheep and cattle farming in addition to wildlife
tourism and conservation purposes.

11
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100. South Africads endowments in particular minera
in tradeables for over a century. There is a long literature that has been concerned with the long term
growth prepects of natural resource based exporters. Recent empirical work in this area has been
conducted by Lederman and Maloney (2007). They have surveyed a number of natural resource based
exporters and conclude that fi ntaitruyrda.l A esatuuwrcals
certainly provides a platform for growth but the destiny of a resource rich country, in developmental terms,
usually requires major parallel investments in human and physical capital. The composition of South
Af r i c a @fectstthrese dlevelopments in education, social services and research and development and
the concomitant broadening in comparative advantages over many years. As outlined in the recent review
of the South African economy (OECD, 2008), the major challefaygag South Africa are to improve

investments in these areas of human capital and infrastructure in the new political environment.

11 Theremainderof this reportintroduces an initial broad set of South Africaadi and trade related

issues. The breadth of the approach necessarily means that, in this paper, depth needs to be sacrificed in the
interests of brevity. This approach seems to be appropriate within the @&BG&ncedEngagement

initiative contextwhich isdesigned to start a process of discussion with South African authorities over the
next few years.

12. Intheremainderof t hi s report Section 2 deals with Sol
context of itdrade performance. Section 3 takes a closer look at the composition and performance of South
Africabs exports at a product and sector l evel
Af r i c ad s e ttadenpprimrmanteibased ogravity mocl of international trade. Section 5 presents

a discussion of the main historical and recent trade policy developments. Section 6 provides an
econometric assessment of t he idoripgghe perico from®88tot h Af r
2003onlabour and total factor productivity across its indassectors.

2. South Africabés economic growth
2.1 GDP growth 19942002 and 2002007

13. With average annual real GDP growth of close toff®t 2004to 2007 Sout h Afri cabds e
performance has been distinguishably stronger than in the immediatepposteid period 1992003

(average real GDP growth of approximately 3% per annum, see Figurdt2oligh not unprecedented,

real GDP growth reached 5.1%2007, a growth rate at which incommre thardoubles over a 15 year

period. The per capita income which is already high by BRIICS standards has also been increasing (Annex
Figure 2.1) as was the total number of people in employment.

14. More recently, howeverhe global economic slowdowis estimated to havierought down the real

GDP growth ratgo 3.1% in 2008 CurrentIMF projections of real GDP growthre -0.3% in 2009 and
1.9% in 2010(IMF, 2009.
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Figure2.1Sout h Africads GDP growth

moving 5-year average of annual growth rates
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Source: WDI.

15 The employment rate has been lingering around a very |e$342in the 19942006 period which

meant that the growth was generatsdless than half ofhe working age population. Such a low and
persistent employment rate indicates that the benefits of recent growth have not been shared as widely as
they might have been and that labour market performance represents one of thesewusl esd
daunting challenges for South Africa.

16, Sout h Aobwthirates base bgen higher thhe average growth rates for the OECD area and
the world economy since 2000 but remain lower than those fooer Imiddle income countries, not to
mention rapidly emerging economies such as China or other BRIICS countrézsl {(Bran exception,
Figure 2.2.

Figure 2.2 Average real GDP growth rates
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17. Theepansi on of South Africads s h2006efsusthinedyoouldd d GD
mark a break from a downward trend that has been observed since the beginning of 1980s (Figure 2.3).
Interestingly, this «c¢oi ncsshdasedfths vatudofvaorid ekports ofgamdse i n
and services, and services in particfgure 2.3) It is argued in OECD (2008) that the increase in South

African share of world exports was more of a price effect and that the world market share inteofnsne

has continued to decrease through 2006.d e e d , South Africabés terms of
the 20062007 period (Figure 2.4) arttie prices of exports have been growing more dynamically than
export volumes (Figure 2.5) reflecting tosignificant extent rising prices of platinum, gold and iron ore.

Yet , t he concurrent expansion of South Africabs
moretothepicup i n South Africads trade sprices.e 2003 t han

Figure 2.3 Share of goods and services in world trade
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Figure 2.4 Terms of trade
2000=100
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Figure 2.5 Volume and prices of exports of goods and non-factor services
2000=100

Volume of exports: Goods and non-factor services excluding gold
==== Prices of exports: Goods and non-factor services, f.0.b excluding gold
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18 With 66% of 2006 value added generated within the services sectors, 31% in industry and 3% in
agriculture the structure of South Africads econc
other of the BRIICS and is somewhere invieen the structure of a typical high income and an upper
middle income country (see Figure 2.6). Indeed, since the end of the apartheid era the GDP shares of the
agricultural and industrial sectors have decreased funber 5 to 3%and from 35 to 31%respectively
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The share of services has increased from 60 to 66% (Figure 2.7). Annual growth aapesudtral value

added have been very volatile over the 13006 period ranging frorll to 20% and averaging.4%

over the 1994006 period. With thexception of the 2002002 period the growth rates of services value
added (4.3% average annual growth) have outstripped those of the industrial sector (2.4% average annual

growth).
Figure 2.6 Average contribution to value added, by sector (% of GDP)

@ Agriculture @Industry OServices
80

South Africa High income  Upper middle Lower middle  Low income
income income

Source: WDI.
Figure 2.7 South Africa: contribution to value added in period 1994-2006
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19. Indeed, the composition of final output in Table 2.1 indicates that services accounted for the bulk of
real outputgrowth in the 19942007 period with theWhoksale and retail tradesector contributing

16
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approximately 20% of real growth in final outpu@ommunicatioa 14% andOther servicesl13%.
Manufacturing as a whole contributed approximately 16%, mining 4% angghef theprimary sector

3%. The highest average annual growth rates have been recorded in a number of mining and manufacturing
sectors suctas Other mining Other nonmetallic mineralproductsand Radio, TV, instruments, watches

and clockswhichneverthe e s s had | ow initial shares in South A

Table 2.1 Final output composition

Share in N
Average annual . total value Apprqx'matlve
growth rate Value in 2007 of final contribution to
(min R) . growth 1994-
output in
2007
1994-2007 2000-2007 2004-2007 2007
Al1l: Primary [1-2] 2.8 4.2 12.2 109 559 7% 3%
A1121: Coal mining [21] 6.8 4.7 9.7 20 603 1% 1%
A1122: Gold and uranium ore mining [23] -6.6 -6.2 -8.7 39918 1% -3%
A1123: Other mining [22/24/25/29] 67.1 28.7 53.7 12 343 3% 5%
A1210: Food, beverages and tobacco [301-306] 2.7 3.6 35 170 760 8% 7%
A1211: Textiles, clothing and leather [311-317] 2.4 14 -1.7 19 612 1% 1%
A1212: Wood and paper; publishing and printing [321-326] 47 -8.8 -21.4 7370 0% 0%
A1213: Petroleum products, chemicals, rubber and plastic [331-338] 4.7 -3.7 -15.0 40 189 1% 0%
A1214: Other non-metallic mineral products [341-342] 55.3 22.8 49.5 (5 267) 0% 4%
A1215: Metals, metal products, machinery and equipment [351-359] 0.2 -2.5 -8.4 85 945 2% 0%
A1216: Electrical machinery and apparatus [361-366] 14.5 2.9 35 8 332 1% 5%
A1217: Radio, TV, instruments, watches and clocks [371-376] 16.9 14.9 25.6 (15 168) -1% -5%
A1218: Transport equipment [381-387] 2.3 3.6 8.8 52 507 2% 1%
A1219: Furniture and other manufacturing [391-392] 3.7 3.8 2.9 46 395 3% 3%
A1221: Electricity, gas and steam [41] 4.6 25 1.8 24 660 1% 2%
A1222: Water supply [42] 5.8 6.3 9.0 4381 0% 0%
A1231: Building construction [51] 4.6 8.6 11.9 82 392 4% 5%
A1232: Civil engineering and other construction [52-53] 6.6 9.8 15.6 66 449 3% 5%
A1311: Wholesale and retail trade [61-63] 5.2 6.9 10.2 220 501 14% 20%
A1312: Catering and accommodation services [64] 3.2 45 3.8 24 692 1% 2%
A1321: Transport and storage [71-74] 4.4 6.3 4.9 77 249 5% 7%
A1322: Communication [75] 13.0 10.1 8.7 48 108 3% 14%
A1331: Finance and insurance [81-82] 5.3 5.0 7.5 73 500 5% 8%
A1332: Business services [83-88] 3.1 3.9 4.8 161 936 7% 6%
A1341: Other services [93-96] 7.0 6.1 3.0 112 346 6% 13%
A1342: Other producers [98] 3.0 1.2 2.6 28 313 2% 2%
A1343: General government services [99] 25 4.7 5.3 394 430 19% 14%
Total 3.4 4.3 5.5 1912 052 100% 100%
Note: except for value in 2007 based on final output values in constant 2000 prices.
Sour ce: Quantec database, aut horsoé calcul ati on

20. Industrial employment growth rate has picked up in 20047 and averaged 2.1% for total industry
(Annex Table 2.1). Again, the biggest increases have been generated by a number of services sectors such
asWhoksale and retail tradeandBusiness serviceshich already account for high shares of employment

and which enjoyed robust growth rates throughout the period. A number of manufacturing sectors have
been consistently shedding labour over the period but typically their shares in aidersfployment are

already rather small.

2.2 General trends in trade performangeurrent account performance

21. The ratio of trade in goods and services to GDP has risen from below 40% in 1993 to over 60% in
2006 irdicating that the international exchange of goods and services has been an ever more important
element of economic activity in South Africa in the papartheid era. Yet, by the same indicator, the
current levels of openness are only comparablevelsrecordedat the end of the 1970s (Figure 2.8). In

other words political difficulties (and perhaps other factors) caused South #fticen inwards during the

1980s and early 199@and they have only recently recovered their earlier degree of outwasd focu
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Figure 2.8 Trade as percentage of GDP
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22. Trade reforms had already started to be implemented in the period preceding 1994. This was
reflected in robust rates of export and import volumes gromthe 19881993 period (Table 2.2). Indeed

in the first years ofmajority rule (19941999)the average growth rates of exports were actually slightly
lower as compared to the preceding period while import volume growth rates picked up more quickly post
199 and stayed above those of exports until very recently. Initially, average rates of import prices growth
were higher than those for exports but this tendency has reversed more recently.

Table 2.2 Trade of goods and non-factor services (including gold)

Average annual growth rates

Exports Imports

Volume Price volume Price
1971-1976 0.3 229 1.2 18.9
1977-1981 1.6 18.1 3.6 16.3
1982-1987 1.6 15.5 -3.5 13.3
1988-1993 4.0 6.2 4.3 9.2
1994-1999 3.8 8.2 6.7 9.1
2000-2007 5.6 10.5 9.1 8.7

Source: SARB.

23. These devel opments contributed to the worseni
which, up until then, wasither in moderate surplus or an insignificant (lbef% of GDP) deficit (Figure

2.9). What drove these current account developments was a deteriorating balance on trade in goods which
became negative in 2004 for the first time since the beginning of 1980s. Balances on services, income and
current transferrave not undergone sudignificant changes (Figure 3,9although the balance on
services in 2006 has reachisd lowest position in the 1992006 period 0.9% of GDP). As far as
financing of these deficits is concerned, portfolio investment regaisgubgition on the financial account
reaching almost 8% of GDP in 2006 and outperforming theldefrem before 2001 (Figure 2.10
Worryingly, direct investment flows have been oscillating around the zero axis with no systematic
tendency in one directiorr ¢the other.
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Figure 2.9 Structure of current account
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Figure 2.10 Structure of financial account
% of GDP
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Table 2.3 Balance of payments items 1990-2006
% of GDP

aut horso

1990 1991 1992 1993 1994 1995 1996 1997 1998 1999 2000 2001 2002 2003 2004 2005 2006
Current account 137 115 1.62 224 002 -1.66 -1.27 -1.58 -1.74 -051 -0.16 041 065 -1.00 -2.83 -3.99 -6.60
Goods 572 475 5.16 6.01 323 158 217 1.65 157 3.03 3.86 6.25 352 1.81 -011 -0.41 -2.44
Services -0.29 -052 -0.82 -1.14 -0.98 -0.90 -0.50 -0.43 -0.21 -0.41 -0.64 -0.46 -0.38 0.13 -0.26 -0.41 -0.91
Income balance 377 -265 -241 -212 -1.78 -191 -2.36 -2.28 -251 -2.43 -2.61 -450 -2.07 -2.42 -1.74 -2.02 -2.12
Current transfers balance  -0.28 -0.43 -0.30 -0.51 -0.45 -043 -0.57 -051 -0.59 -0.70 -0.76 -0.88 -0.41 -0.52 -0.71 -1.15 -1.13
Capital account -0.05 -0.03 -0.03 -0.05 -0.05 -0.03 -0.04 -0.14 -0.04 -0.05 -0.04 -0.04 -0.01 0.02 0.02 0.01 0.01
Financial account -1.23 -1.30 -0.62 -0.24 036 225 313 251 3.15 094 -0.33 -1.39 -0.28 -0.85 0.54 2.80 4.39
Direct investment -0.09 004 -159 -022 -0.65 -0.83 -0.18 1.06 -0.86 -0.06 057 12.83 1.39 0.12 -0.24 2.31 -2.69
Portfolio investment 001 0.19 143 060 208 166 185 475 339 657 -153 -9.87 -031 038 258 197 7.84
Financial derivatives 0.00 0.00 0.00 000 000 000 000 0.04 0.08 -0.09 -0.12 0.00 0.00 000 000 0.00 0.00
Other investment -1.13 -1.47 -0.26 -0.61 -0.80 2.03 0.11 -0.23 0.58 -4.03 114 -437 -1.61 -154 0.75 0.90 0.73
Reserve assets -0.01 -0.06 -0.20 0.00 -0.27 -0.61 1.33 -3.10 -0.04 -1.45 -0.39 003 024 019 -2.55 -2.37 -1.49
Errors and omissions -0.09 017 -097 -1.95 -0.33 -0.57 -1.82 -0.80 -1.37 -0.38 053 1.02 -0.36 1.83 227 1.18 2.20
Source: I nternational Financi al Statistics, I MF;

24. Bearing in mind the intimate relationship between goods, services andidinmws in the balance

of payments, it is not unusual for a transition or emerging economy to run a current account deficit in
periods when it is importing capital needed for the restructuring of the economy. Yet, as pointed out in
OECD (2008), while ta recent levels of current account deficit are not extreme (current account deficit
amounted te7.3 of GDP in 2007 and is projected to deepen slightly in 2008), they may expose South
Africa to the risk of financial crisis associated with a sudden drogapital inflows. This may be even

more so given the portfolio investmesdminated structure of the financial account and the current
situation in the financial markets.

25. Indeed, the current financiarisis and esnomic downturnare having a negative impact on
international
current account deficits. Another aspect of the current global financial and economic turmoil is the
worsening terms of trade for commodity producers, including South Africa. These recent unexpected
events have added to already existing economic, social and political problems of the country. Thriving on
[ p a s t n recBmlyusufferingAdlectricity ssliotages that n o my
manifested themselves with full force towards the end of 2007 and at the beginning of 2008. The
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government has devised a set of measures on both the supply and the demand side of the electricity market

that an help in the long run (see OECD 2008) but most likely a combination of power shortages,
restrictions on energy use and increasing energy prices is going to continue undermining the
competitiveness of South Africa economy in the most immediate fututatidnf has been rising since

early 2006 exceeding the South African Reserve Bank targe6¥ B April 2007 and reaching 13.6% in
August 2008. Food and energy prices were the major contributors but inflation expectations have also risen

at the time

26. These strictly economic concerns are additionally aggravated by a combination of social and
political factors.Health, Nutrition and Population (HNP) statistiésr example, place South Africa below
most of the coesponding upper middle income countries grouping averages in terms of nutrition, life
expectancy and mortalifyThe country also continues to hagen e
which isworseningthe business and investmasiimate and faces gitical instability in its immediate
neighbourhoodAlso, the recent unexpected resignation of President Thabo Mbeki and a part of his cabinet

of

t

he

wor

d,6 s

hi

in September 2008 uncovered and perhaps exasperated the divisions within the African National Congress

° Health, Nutrition and Populiain (HNP) statisticsWorld Bank.

20



TAD/TC/WP(2008)16/FINAL

and contruted to political uncertainy/All these factorsundermineto some extenthe confidence with
respect to South Africaés future growth and c¢comme

3. South Africads Exports: Structure and Perfor ma

3.1 Composition and Destinations ofrade in Goods

27. As foreshadowed in the introduction, South Africa is relatively well endowed with agricultural land

and high valued minerals like Australia, Canada and Brazil. The skill composition of its labmiisfor
similar to many middle income countries. Accordi
Canada and especially Brazil. Its trade is quite dissimilar to other African countries.

28. The major cagories of South African exports and imports are presented in Table @riind
merchandise exports ro488% over the period 199806 whilemerchandise imports rose 258%aster

thanthe growth in world trade. South African exports are concentratednofaured goods, particularly
machinery and equipment items where the country is a net importer. The importance of South African net
exports in diamonds and precious metal is not obvious in this Galge the degree of aggregatioit is

included in manfactured goods and commodities n.e.s.

29. Food has represented a declining share of exports and South Africa has maintained a small net
export position in food and beverage products over the period. South Afritsia anajor exporter of
mineral fuels but its net import position has grown steadily.

30. The export picture becomes clearer by drilling down into the product detail. The major South
African merchandise export sectaee listed in Table 3.2. These 43 HSligit sectors are those that
produced more than USDDO million in revenue in 2006. They represent 98% of total merchandise
exports. The final column of Table 3.2 gives the import/export ratio for the sector in@A6. Africa is

a net exporter of the product line when this ratio is less than 1.0 and a net importer of the products when it
is greater than 1.0. The major export sectors in 2003 were virtually the same as in 2006 and data for the
earlier year are algaresented in the table.

31.  Not suprisingly, 21% of the nominal USD value of South African exports are concentrated in
pearls, precious stones and metéds&amonds, gold and the platinum group), up from 17% in 2008.

trade ratio for this sector is 0.1 indicating that the country is a large net exporteregptbescts. Imports

of theseproducts are not zero though because firms find it profitable to aggregate supplies from other
sources for further processing atrdding requirements. This tweay intraindustry trade is typical of
global supply chains where international trade in intermediate products (raw materials, parts and
components) can be as important as trade in final consumer goods and capital goods.

32.  Nineteen sectors produced more tH&h of South African exports in 2006. Six of these product
lines are essentially primary products with five arising from the mining sector and one from the
agricultural sector. Thether 13 products are more highly processed (manufactured) goods although
Beverages and spiritiicludes a major export in wine. The remaining manufactured export sectors are
broadly based and include a humber of highly elaborated manufactured prodtats sem chapters 8

and 9 of the HS code.

33.  South African export strengtltan be viewed in this dataset (Table 3g)using a measure of the
structural performance of an export sector. One such approach dixjoes products into four groupjs

6 JacobZumag the President of the African National Congresas electedhe President of South Africay

parliament following his party's victory in the 2009 general election
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according to two criteria:) iwhether the world market for the product is growingda®r slower than

average and)i whet her South Africads wor |l dstanprodkcefor s har
South Africas one i n which the world market is growing
share is rising. Such products have obviously been performing very well. The polar extreme product type is
called asnailand often will indicate a sector without sbfuture growth potential.

Table 3.1 South Africa: Composition of goods trade
Millions USD in bold and percentages

1995 2002 2003 2004 2005 2006

Total goods 54 971 49 276 66 179 87867 102024 122 355

Total export 28 226 23 064 31 636 40 264 46 991 53170
Food & live animals 6.4 8.3 7.6 6.6 6.5 5.5
Bewerages and tobacco 1.3 2.1 2.1 2.0 1.8 15
Mineral fuel/lubricants 8.9 12.4 9.8 9.1 10.4 9.5
Animal/veg oil/fat/wax 0.2 0.1 0.1 0.1 0.1 0.1
Chemicals/products n.e.s 7.0 9.3 7.6 7.8 8.4 7.5
Manufactured goods 25.9 29.1 38.1 42.0 39.2 40.9
Machinery/transp equipmt 8.8 22.8 20.7 19.7 20.4 21.5
Miscellaneous manuf arts 3.4 5.2 4.8 4.1 3.4 2.9
Commaodities nes 38.2 10.7 9.3 8.5 9.9 10.7

Total import 26 745 26 212 34 543 47 603 55 033 69 185
Food & live animals 4.6 3.5 34 34 3.2 3.1
Bewerages and tobacco 0.6 0.6 0.7 0.7 0.6 0.6
Mineral fuel/lubricants 8.3 12.5 11.9 14.4 14.3 18.3
Animal/veg oil/fat/wax 1.2 0.8 0.8 0.8 0.6 0.6
Chemicals/products n.e.s 12.4 12.1 11.0 10.0 10.0 8.9
Manufactured goods 13.7 12.2 12.1 11.1 11.4 11.1
Machinery/transp equipmt 44.9 37.5 39.4 39.6 39.4 37.8
Miscellaneous manuf arts 8.0 8.5 8.2 8.3 9.0 8.9
Commaodities nes 6.2 12.2 12.6 11.7 11.6 10.7

Source: UN ComTrade.
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Table 3.2 Major South African Export Sectors, 2003 and 2006

Chapter Sector Structural Performance  Export  Share % Trade Ratio
HS 2003 2006 2003 2006 M/X 2006
71 Pearls, precious stones and metals etc star star 17.0 21.0 0.1
72 Iron and steel star traditional 12.0 11.0 0.2
27 Mineral fuels traditional | traditional 10.0 10.0 25
84 Boilers, machinery emerging emerging 8.0 9.0 2.4
87 Vehicles other than railway emerging emerging 10.0 9.0 15
26 Ores etc snail traditional 4.0 6.0 0.1
76 Aluminium snail star 3.0 4.0 0.1
85 Electrical, electronic equipment emerging emerging 2.4 2.3 6.5

8 Edible nuts, fruit star emerging 2.8 2.2 0.1
28 Inorganic chemicals snail traditional 1.8 2.0 0.9
29 Organic chemicals star emerging 1.6 1.8 1.2
73 Iron and steel emerging star 1.4 1.6 1.0
22 Beverages and spirits star snail 2.0 14 0.4
74 Copper, articles of snail star 0.5 1.2 0.4
88 Aircraft emerging emerging 0.3 11 14
39 Plastics star traditional 13 11 2.7
38 Misc. chemical products traditional emerging 1.0 11 14
48 Paper, paperboard emerging snall 15 1.0 14
94 Furniture, lighting, prefab buildings emerging snall 1.8 1.0 1.0
44 Wood, articles emerging snalil 1.4 0.8 0.8
47 Wood pulp emerging snail 1.2 0.8 0.2
17 Sugars snail snail 0.8 0.8 0.2
3 Fish emerging snail 1.2 0.7 0.3
40 Rubber star traditional 0.9 0.6 2.3
20 Vegetables, fruit, nuts star snail 0.9 0.6 0.3
75 Nickel star star 0.3 0.6 18
20 Optical. photo, techical etc equipment star star 0.6 0.6 7.1
33 Essential oils, pefumes, cosmetics etc traditional snail 0.5 0.4 14
51 Wool, animal hair emerging emerging 0.6 0.4 0.1
68 Stone, plaster etc. snail star 0.3 0.4 0.9
86 Railways traditional  traditional 0.5 0.4 0.7
24 Tobacco na emerging na 0.4 0.6
41 Raw hides snail snail 0.5 0.4 0.5
25 Salt, sulphur etc. snail snail 0.5 0.3 0.8
31 Fertiliser traditional | traditional 0.5 0.3 1.8
32 Tanning, dying emerging emerging 0.4 0.3 21
10 Cereals snail snail 0.5 0.3 2.2
81 Other base metals na star na 0.3 0.4
30 Pharmaceuticals na traditional na 0.2 11.0
21 Misc. edible products na emerging na 0.2 15
49 Printed books na emerging na 0.2 2.4
82 Tools, implements emerging snail 0.3 0.2 3.1
34 Soaps, waxes etc. na snail na 0.2 1.4
Share of total merchandise exports 94.3 98.2

Column 2: names of sectors with import/export ratios less than one are shaded; Column 4: star and traditional sectors
with growing country market shares in both 2003 and 2006 are shaded.

Source: International Trade Centre UNCTAD/WTO, Geneva.

34. South African exports repsent approximately 0.5% of world merchandise exports. Accordingly,

the other two categories of products may also reflect potential. If world trade growth is below average but
the country has a rising world market share, the product is catiedlitional product in the table. Such
products may represent niches for small and medium sized countries. The fourth type of product may be

called anemergingpr oduct
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market share is declining.o have a declining world market share in a fast growing world market that
China participates in strongly is not necessarily a bad omen for a country. This is theklast&ioél and

electronic equipmer(HS 85). This sector has been the basis of Geitieade growth over the last decade

and Chinads outoput and exports have grown -at spe
industry trade and long complex supply chains that provide a number of niches for other countries. So,
while Chinais a major exporter of final goods from this sector, it is also a net importecifical and

electronic equipmenfThis sector is an emerging one for South Africa so while the country is a large net

i mporter of this sectowing&sne pomse with over,29 expoets istheset or i
products in 2003 and 2006.

35. ThePearls, precious stones and meta¢stor was a star performer for South Africa in both years.
The star nature of this sector aladicates the strategic importance of South Africa to the world economy
and probably explains why global trade links were able to excew quickly in the early 1990(see
discussion in the Introduction). However, there are risks associated with ayduawitrg a large resource
intensive export sector in the star categosp-called Dutch Disease events. That is, any volatility in real
export prices in these products has a major effect on the positioning of tradeable sector desighices
product prices a@n quickly bid up the exchange rate, real wages expectations and the rental value of capital
goods while mobilising large factor flows towards the sector. Low prices have the opposite effects. This
can have destabilising effects on the rest of the tradsda®or. The broad sectoral coverage of export
sectors shown in Table 3.1 is some evidence that Dutch Disease effects are not obviously burdensome in
South Africa.

36. The 2006 star performers are spread throughuositlist of larger export sector$heir contribution

to employment can be gauged by comparing Table 3.2 wittagbital/labour ratio gien in the last column

of Annex Table 5.1. The mineral and metal star performe& ¢hapters1, 76, 73, 74, 75, 68 drbl)

have average or sombat higher than average capit@bour ratios. Other mining and négrrous metals
(aluminium, copper and nickeldre much more capital intensive than average. On the other hand,
electronic and other equipment are very labouersive in South Africa relative to the econcmigle
averageThere are 14 snail sectors in the list for 2006. These unpreferred sectors are not prevalent towards
the top of the list they tend to be clustered in the middle and at the bottom

37. A number of the top-2ligit export sectors tend to involve capital intensive production. For example,
6 of the top 10 tend to have that characteristic (71, 72, 27&2énd 28). On the other hand, there are a
number of emeiigg and traditional export sectors that can involve labour intensive operations.

38.  Slightly over half of these larger export sectors have impgrie ratios greater than one (names of
sectorswith import/export atios less than one are shadem)is provides some evidence ofratndustry

trade in parts and components and accordingly, good South African interconnections into global supply
chains. While international developments tend to promote globalisatiorhy Afsida can further integrate

itself into these supply chains efficiently but only if it can match the trade liberalisation efforts of other
countries. On the one hand, the exportable sector has to be able to obtain parts, components and capital
equipmentt the lowest possible import price and it has to be able to export components and final goods of
international quality at internationally competitive prices.

39. The structural status of these sectors in terms efsthr/snail classification has changed between
2003 and 2006. One interesting dimension oid t hese
market share is increasidgegardless of the world market growth position. Star and traditional sectors
involve growing country market shares and where this applies to both 2003 and 2006, the sector has been
shaded in column &f Table 3.2 The first three sectors (71, 72 and 27) all fall into this catepg@guth
Africabs mar ket s h ariods. Theee sre fpurteew suchgectors in theodB bectagrs listed

T their export performance has been very positive in recent years.
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40 South Africab6s top perf or micladga nembgroofsecters where ct o r
South Africads world mar ket share is falling as n
Emerging markets have greatly expanded exports i
world market shares may stillpeesent good performance.

41. There are a number of sectors which have not performed well on these mdasuegages and
spirits (22) andVegetables, fruit and nuf@0) are examples where the sector has moved $tanstatus in
2003 toasnailin2006Sout h Africads world market share has f
bel ow aver age) . ofnmarce niay refled recers awpply prablerpsenrtife world wine
marketSo ut h Af r sharaid@everagrsmodrspiritsas fallen from 2% in 2003 to 1.4% in 2006.

42, An alternative measure of international competitive strength is revealed comparative advantage
(Annex Table 3.1 As one would expect,0bth Africa had a revealed comparative advantage (RG&x

greater than 1.0) in 2006 in the broad range of products towards the top of the major export sector list in
Table 3.1. However, there are major differences to the order in which they appeaR®AHist and the

top export list. This points to trade and industry policy distortiéims. example, i¥e agricultural and
aguaculture HS2 sectors have a revealed comparative aded, 08, 17, 20, 22 and Hiljt they do not

all appear in the major prrter list. South Africa has a revealed comparative advantage in a range of
chemicals and forestry products (28, 31, 36 and 47). Again, unsurprisingly, the RCA indices are highest for
mineral productsHS chapter 7).

43,  South Africaalsohas a revealed comparative advantage in machinery and equipment items (86 and
87), although the indices are not high. These products are, however, toveaims ofithe major export list

(Table 3.2. Furthermore, sectors 84 and&® amongst the top 10 exports and South Africa has a revealed
comparative disadvantage in these products, though in the case of sector 86 the RCA index has been rising
at 6.4% per year over the last decade. This is evidence that the two sectors anegréudistry
protection, OECD (2008)which wouldbias the RCA index upward&ikewise, he true comparative
advantage index for the motor vehicle industry (HS87) is accordingly very likely to be less than 1.0
indicating a comparative disadvantage.

44.  On the other hand, the situation for some agricultural products appears to be theirdverseare

fewer agricultural products in the major export list than one might expect from the RCATtida
suggests that indtry andtrade policy in South Africa is taxing the agricultural sector in some way.
Andersonet al (2007) confirm this conjecture. They estimate that the relative rate of agricultural-to non
agricultural assistance was% over the period 2062005. Thatis, policy assistance to negricultural
tradable sectors has increased relative to South African agricultural sectors. Furthermore, this implicit
export tax on agricultural prodts has grown in recent yeadrérom a relatively neutral position prior to

2000. In this environment resources will move from the agricultural sector to thagnicaltural sectors

and exports originating in the nagricultural sectors will tend to grow faster than from the agricultural
sectors.

Revealed comparative advantage indicescsa defi ned as the ratio of a coun
countryé6s total exports, divided by the ratio of wo
the index ranges from O (strong revealed comparative disadvantagegty large number. An index greater

than (less than) 1.0 indicates a comparative advantage (disadvantage) in that product. RCA indices are very
crude measures of true comparative advantage in some ways. RCA indices are not adjusted for a wide range of
policy distortions that affect trade. The concept of true comparative advantage connotes a degree of
competitiveness with no industry or trade policy intervention.
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45,  Most of the 2digit sectors listed in Annex Table 3.1 have RCA indices in 2006 that are less than 1.0
T indicating a comparative disadvantage. From a3&N employment perspective, the labour intensive
chapter 5 and 6 products are less th@nds is sector 85, just referred to.

46. The RCA indices for many products have changed significantly over the perioe2Q966 The

RCA index of chapter 86 has experienced a 11.1% annual decline while the imntheptefr 87 has grown

at 12.8% per year over the decade. The footwear, clothing and textile sectors have generally experienced
rapid declines in revealed comparative advantage. These changes are part of the global changes in patterns
of comparative advantagn recent decades. The changes are related in general to the rapid dispersion in
economic activity globally and they require equally rapid adaptation on the part of firms and governments

to select new competitive niches. Where countries have been aldehat the RCA indices in particular

sectors remain high but the component or product composition changes.

Figure 3.1 Evolution of South Africa's export mix according to skill intensity (based on SITC classification),
1996-2006

Percentages
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Source: UN ComTrade.

47.  Figure 3.1 provides a picture of the evolution of South African goods exports by skill intensity. The
notable feature of this figure is the decline in the proportion ofdiil manufactures in the migince

1996. If this decline is an accurate depiction of a rising skill intensity in the export mix then it shows a lack
of congruence with the lowkill endowment of the workforce as a whole and the slow progress in raising
skill levels over the last decadOECD (2008). However, some caution is required in interpreting this data
as the classification system may not be fine enough to truly represent South African export production
systems.

48. The main destinations f@outh African exports of goods are the EU, Japan, UBaCBwitzerland

and Australiafigure 3.2. Overall, it is a tripolar pattern of Europe, Astacific and Africa. The biggest
changes over the decade from 1996 Haeen with respect to EU (down 2rpentage points), Japan (up 4
percentage points US (up 4 percentage pointsand Zimbabwe (down 3Jercentage points The
concentration of exports in higher income countries reflects in part the industrial demand for precious
metals and minerals by prockrs of high tech components and final goods.
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49. South Africaés shares in export mar kets ar e,
Some emerging economies are also included for comparison. Its rehgketamongst BRIIC importers
has trended differently. Interestingly, South Afr

the fact raised earlier that the two countries have a very high trade similarity index. Its share in China is
also ising but falling in India where South Africa has had a 2% market share.

Figure 3.2 Top 10 destinations of goods exports of South Africain 1996 and 2006

Percentages
A. 1996

EU 15

United States

Zimbabwe 8%

304 5%
B. 2006

Switzerland
3%

China United States
4% 12%

Source: UN ComTrade.
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Table 3.3 Evolution of South Africa's market share in key markets

Percentages
Annual
2000 2006 growth rate

Brazil 0.41 0.47 2.48
China 0.32 0.45 5.99
EU15 0.59 0.56 -0.85
India 2.06 1.35 -6.80
Indonesia 0.54 0.37 -6.17
Israel 0.81 0.25 -17.72
Japan 0.82 1.16 5.93
Kenya 7.77 6.50 -2.94
Korea, Rep. 0.60 0.45 -4.88
Madagascar 3.60 5.75 8.10
Tanzania 12.14 12.32 0.24
Uganda 6.91 6.12 -2.00
Zambia 55.60 47.83 -2.48

Source: UN ComTrade.

50. Trade intensity indices (Table 3%)rovide another dimension on export market shares. Here South
Africabds trade i s e waochémergidg economies andeagyoup oftAfricavtradingg r o
partners. The critical value for trade intensity is 1.0. South Africa trades much more intensively with a
range of African countries than one would expect based on the global exports to thesestatinetieade

intensity indices for the countries from Guinea to Zimbabwe towards the bottom of the table are much
greater than 1.0. However, the trade intensity with these African partners is generally weakening somewhat
either because they are tendingstmrce imports away from South Africa or because South Africa is
tending to increasingly explore export markets away from Africa. This is not surprising given the rapid
dispersion of economic activity globally in recent years and changing patterns cdrating advantages

in goods and services that have resulted.

The trade intensity index (T) is used to determine whether the value of trade betweennwiesds greater

or smaller than would be expected on the basis of their importance in world trade. It is defined as the share of
one countryédés exports going to a partner divided b
calculated as: {T= (x/Xi)/ (Xj/Xw); where x and x,; are the values of country i's exports and of world

exports to country j and wherg. dnd X,ar e country i 6s total exports and
index of more (less) than one indicates a bialttrade flow that is larger (smaller) than expected given the
partner countryés importance in world trade.
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Table 3.3 Merchandise trade intensities, selected partners
2000 2001 2002 2003 2004 2005 2006

Brazil 1.00 1.23 1.00 0.85 0.89 0.94 0.97
Russia 0.19 0.14 0.20 0.23 0.21 0.12 0.14
India 2.49 2.52 2.24 1.47 1.77 2.30 1.31
Indonesia 0.98 0.84 0.90 0.70 0.56 0.67 0.56
China 0.44 0.53 0.47 0.56 0.49 0.52 0.68
EU25 1.02 0.78 1.01 0.91 0.93 0.95 0.93
Japan 1.16 1.08 1.40 2.20 2.48 2.35 2.78
United States 0.56 0.49 0.60 0.74 0.75 0.68 0.77
Guinea 3.00 1.96 3.74 11.70 9.72 6.28 6.28
Israel 4.42 4.50 4.97 3.95 3.70 3.96 3.32
Kenya 26.50 18.26 24.49 20.67 24.19 17.57 15.18
Madagascar 15.15 13.38 17.75 19.01 15.60 13.93 12.75
Mauritius 42.85 27.67 39.22 30.39 23.73 27.48 18.45
Mozambique 151.32 132.80 109.15 114.61 98.02 89.92 92.45
Seychelles 31.30 12.11 31.97 25.06 20.71 29.31 23.55
Tanzania 42.80 28.97 36.15 29.13 32.14 27.64 26.42
Zambia 163.94 151.95 128.27 135.62 125.05 123.16 125.57
Zimbabwe 127.83 125.14 146.95 132.32 11950 127.33 117.84

Source: UN ComTrade.

51. South Africa also trades intensively with India, Japan and IsraeVhile trade intensity withrdia

and Israel is fallingit is rising sharply for Japan. Trade intensity is low for China but rising fairly rapidly.

The EU is South Africabs major trading partner ar
around 1.0 in recent years.

3.2 A Dynamic Analysis of Past ExportGoodsPerformance

52.  The view of South African and world trade through selected groups ofdid86Groducts provides

an opportunity to more closelglate changes in trade, to market and firm level changes in innovation,
strategy and performance, and in relation to government policy changes that are often implemented at this
micro level €.g.with trade policy settings). Hausmann and Rodrik (2003 lmmemoted this approach as

a potentially effective predictive tool for identifying comparative advantage. This is because, at this level
of disaggregation, countries with very similar patterns of gross factor proportions (mineral resources,
unskilled labar, agricultural land and capital ratios, for example) have quite different export product
specialties. In part, this is due to difficulties in disaggregating factors of production finely enough, but it is
also due to the impacts of past decisions by dimesd foreign firms to successfully specialise in
particular products in particular global locations. Accordingly, micro trade categories might prove to be a
valuable complement to factor proportions theory in understanding changes in comparativeggadvanta

53.  There are approximately 6500 H8R®jit product codes. Thwp 25 export (import) product codes

for individual countries are highly likely to comprise the set in which the country has a very high level of
compaative advantage (disadvantage). Credence is given to this view by the fact that a surprisingly high
proportion of world and country exports are encompassed by the top 25 HS6 productertairdy
possiblethat government support policy is an importdniver of export supply and/or import demand.
Finally there is the question of the effects that South African trade policies are having on imports and
exports in goods. This question is taken up in Section 5 of this report. Overall, hoivesékely that

given the firm structure of the tradable industries, a product in the top 25 products would exhibit a
comparative advantage without government support.
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54. The top 25 HS4ligit products traded globally in 200@&i@mpassed only a few markets and they
comprised 2% of world merchandise exports. They included:

energy products (oil, gas and coal)%4.6f world trade
consumer electronics goods and their components, 11

1
1
1 pharmaceuticals,%
1

cars and componentsy®

9 aircraft components, 0%

55. If focus is shifted to the top 50 HSBgit products a number of additional markets come into view.
Other key groupings include other minerals (diamonds, gold and copper), jewellery pradets,
machinery and equipment (ships, trucks, excavators and valves), plastic products and chemicals. No
agricultural or food products are currently in this top 50 grouping.

56. The fastesgrowing Top 50 HS4ligit goods on world markets over the period 12806 are given

in Annex Table 3.2. These fifty products represented around 45% of world trade growth over the period.
The list is very similar to the Top 50 export products in 2006. The dark blue commodititee aemn

energy and mineral products. The light blue products are the nineteen consumer electronics components
and products that increasing dominated world trade in the decade.

57 Sout h Africabs TIP96 ald5n 26086 ére gvenproAnies TalblendB8.overall
feature of the Top 25 is the increase in export (and import) concentration. The Top 25 product coverage
rose from 39% in 1996 to 52% in 2Q0% level much higher than in a typical developed econahsre
one would normally expect the eop mix to be more diversified (Hausmann and Rodz®03). For
example, countries like Germany have only 30% or so of their exports in the Top 25 HS6 products.

58. The Top 25 e dominated by the valuable mineral products South Africa is noted for. However,
their composition changed significantly over the decade. In 1996, they included diamonds, chromium,
gold, nickel, manganese, zirconium and copper. In 2006, platinum repla@rasnds at the top and
rhodium and palladium replaces titanium, manganese and zirconium. The specific platinum, rhodium and
palladium export products listed here were virtually zero in 1996. Coal, aluminium, oil and iron ore all
retained their high rankgin 2006. All these minerdlased prducts are coded blue in Table .3There

were 16 colour coded products in 1996 and 17 in 2006, virtually the same. However, there were some
major changes in composition amongst the precious metals, special metdlsapdrts.

59.  Amongst other products, wine retained its high ranking as did parts of seats (940190). Gas filtering
machinery (842139) exports have increased a great deal over the decade. Copper cathodeasffdimpped

list in 2006, in favour of waste copper, which had become part of the worldwide rise in recycled materials
over the decade. Other agricultural products like maize, sugar cane and ethanol dropped out of the list.
Non-agriculturally based manufacture&di cargo containers, construction equipment and gas filtering
machinery also dropped. However, these were replaced by new tgntraittsized automobiles
(1500-3000cc) and diesel trucks. In summary there are a number of specific growth poles in exports of
what might be referred to as ntmditional South African exports and a number of areas where
competitivenesseems to haveeclined over the decade.

60. The Top 25 South African import products are given in Annekl&'&.4. Again, the To@5
producs are concentratirdy from 25% of total merchandise imports in 1996 to 37% in 2006. It is not clear
how to interpret this concentration of imports. Given that trade is in inputs as well as final products it may
well reflectimported inputs, like aluminium oxide, required to produce expanding exports of aluminium
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products. The large increase in automobile imports may reflect lower import barriers in these products and
falling competitiveness in the domestic automobile assenmolystry. In a humber of areas consumer
demand in South Africa follows global trends. The rapid growth in transmission apparatus (cell phones),
televisions and videos and computers (digital automatic data processing machinery) and their components
are caes in point. The rapid growth in these consumer electronics products reflects global consumer
demand fragmentation associated with higher real incomes. Health equipment and especially medicaments
have also been subject to rapidly growing trends (espetiallfrica).

Table 3.4 Top 25 Export Growth Products 1994/96 to 2004/06, value terms, with exports exceeding
USD50 million in 2006

Rank Product Product_Name Value(;:rowth
1 711019 Platinum in other semi-manufactured 670 107 487
2 711011 Platinum unwrought or in powder form 580 953 720
3 711031 Rhodium unwrought or in powder form 246 679 447
4 711021 Palladium unwrought or in powder form 104 677 185
5 711039 Rhodium in other semi-manufactured 91 089 273
6 711029 Palladium in other semi-manufacture 71 251 081
7 711041 Iridium, osmium and ruthenium unwrought 38 277 940
8 720292 |Ferro-vanadium 7 648 933
9 261590 Niobium, tantalum and vanadium ores 1615 154
10 750610 Plates, sheet, strip and foil, nickel 550 157
11 260400 Nickel ores and concentrates 493 496
12 291612 Esters of acrylic acid 260 965
13 271000 Petroleum oils, etc, (excl. crude) 229 532
14 290513 Butan-1-ol (n-butyl alcohol) 184 971
15 240310 Smoking tobacco 112 506
16 480419 Kraftliner, uncoated 32822
17 740811 Wire of refined copper 25148
18 854140 Photosensitive semiconductor device 22911
19 852721 Radio receivers 16 076

20 840820 Engines, diesel 14 555
21 721331 Bars/rods,i/nas,hr,in irreg wnd coils 13 305
22 721931 Flat rolled prod, stainless steel, 13 003
23 870332 Automobiles with diesel engine disp 11588
24 760820 Tubes and pipe, aluminium alloy 9424
25 870850 Drive axles with differential 6 358

Source: UN ComTrade.

61 If we maintain the HS@ligit product focus the growth ihé value of exports provides an interesting
picture for South Africa and affirms a number of points raised with respect to Annex Table 3.3. The Top
25 fastest growing South African exports are listed in Table 3.4. These products tend to be ones that were
hardly exported at all in 1996 but are important exports in 2006. Not unexpectedly, the top half of the table
reflects the fast growing exports in the platinum group of metals used in the manufacture of catalysts and
principaly in the automotive industéy platinum, rhodium, palladium, indium, osmium and ruthenium.

The fastest growing list includes a number of other metal products of copper, steel, nickel and aluminium.

62. Outside these metals are a disparate groupaafugts, tobacco, industrial chemicals, paper and two
electronics products. Three automotivedurcts are included, diesel pered automobilesliesel engines,
and drive axles for vehicles. Refined oils (ZXD) are included reflecting a niche South Adrappears to
have in oil refining in spite of the fact that the country is notsfficient in crude oil.
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3.3 Composition and Destinations of Trade in Services

63. South African services exports represent aro¥ df current account creditServices exportare

heavily concentrated in travel services (65.6% in 2006) and their importance has riSeins@%he trade
embargo was lifted (Table 3.5). In absolute terms the rise is more dréareaports of travel seices rose

from USD 2.1 billion in 1995 to USD 7.9 billion in 2006. Figure 3.3 illustrates that the posit3fik
expansion of services exports of South Africa can be attributed almost entirely to exports of travel services.
In fact, the ratios of transpt and other commercial services exports to GDP have been stagnant in the
considered period. Figure 3.5 demonstrates that South Africa seems to have developed a strong advantage
in travel services as its share of world travel services trade has gonangitidally starting in 2003 and

now stands above South Africads share of wor |l d
important endowments the country has in tourist attractions. This is a valuable set of resources in balance
of payments termsna also because the provision of tourism services is usually very intensive in its
employment of lowskilled labour.

64. In a similar way travel exports have dominated services exports, transport dominated services
imports and they now corresponds to close to 3% of GDP (Figure 3.3). Transport services amount to nearly
fifty percent (46.4%) of South African imports of services as compared to 12.4% services exports of
transport services. This reflects both large digtarto major markets (see Table 1.1 in Ititeoduction,
economic and political instability in South Afri
carriers®® Imports of travel services, on the other hand, are much less than exports.

65. South Africa is a net importer of other services reflecting relatively large imports of foreign patents
and licenses and insurance services. The business services deficit is less marked, however, and South
Africa expots of business services represent 7.2% of total services exports in 2006. However, business
services exports have tended to trend down in percentage terms since 1995 while imports of business
services have tended to trend upwards in the same terms.

66 South Africads export performancebiusi ndet lseerVvs
performance indicator discussed earlier. Btar performers (world services trade growing faster than
average and Souh Africads mar ket share increasing) are
financial services and communications serviCdse fact that thetravel sector is not considered a star
performershowslimitations of the given methodology; this isthasenly because the share of this sector

in total services trade has gone down globdllye onlysnail service is transportation. The general pattern

of these structure performance indicators reflects future potential in service sector trade pegforman
though development of transportation services should be seen as a priority.

9 From 46% of USD 4.6 billion in 1995 to 65.6% of USD 12 billion in 2006.

10 Statistics concerning trade of transport services are subjecg#flactuations of costs of shipping.
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Figure 3.3 South Africads services trade
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Table 3.5 Composition of services and trade
Million USD and percentages
1990 1995 2002 2003 2004 2005 2006
SERVICES -331 -1 352 -519 254 -646 -998 -2276
Total export 3 407 4619 4985 8 298 9 682 11 157 12 014
Transportation services 20.8 23.2 20.5 15.2 14.6 13.7 124
Travel 53.9 46.0 58.6 67.1 65.3 65.7 65.6
Other services 25.3 30.8 20.9 17.7 20.1 20.5 221
Communications 15 0.9 1.9 1.6 1.9 2.1 25
Construction . . 0.3 0.3 0.3 0.3 0.3
Insurance 10.4 9.5 1.1 0.9 1.1 1.1 1.3
Financial 4.5 3.6 4.4 4.8 5.9
Computer and information . . 0.9 0.8 0.9 1.0 1.1
Royalties and licence fees 0.6 1.0 0.4 0.3 0.4 0.4 0.4
Other business services 9.5 15.0 8.6 7.3 7.7 7.5 7.2
Personal, cultural, and recreational . . 0.8 0.7 0.9 1.0 0.9
Government, n.i.e. 3.4 4.4 2.5 2.2 2.5 2.3 2.5
Total import 3738 5971 5504 8 045 10 328 12 155 14 291
Transportation services 38.6 38.5 41.7 39.5 42.6 43.8 46.4
Travel 30.3 31.0 32.9 35.9 30.6 27.8 23.7
Other services 31.1 30.6 25.4 24.6 26.8 28.4 29.9
Communications 25 2.1 1.3 1.2 1.4 1.6 1.7
Construction . . 0.0 0.0 0.0 0.1 0.0
Insurance 11.2 13.6 4.1 3.7 3.8 3.9 4.1
Financial 1.4 1.3 1.4 1.5 1.2
Computer and information . . 0.8 0.7 0.8 0.9 0.9
Royalties and licence fees 35 4.9 8.1 7.7 8.6 8.8 9.0
Other business services 10.1 6.4 7.4 7.5 8.1 9.1 10.5
Personal, cultural, and recreational . . 0.1 0.0 0.0 0.1 0.1
Government, n.i.e. 3.8 3.6 2.3 2.5 2.6 2.4 2.4

Source: IMF BOP (2008).
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Annual world trade growth rate (2001-2006)

Figure 3.5 South Africa's export performance: services trade, 2001-2006
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4. South Africads compabagravityenodelarasis per f or mance

67. So far this report has dealt with the main macroeconomic and structural trade develdpoosing
onSouth Africa alone but not focusing on South Af
andto the broader global trading environment. Such an approach runs an obvious risk of attributing to
Sout h Af rperfomnanse sbrme afditee globalr t radi ng partnersoé6 infl u
Africabs export per f avnacompetitivenessandpaidies bunalscmby demdng and t s
policy developments in its trading partners. Similarly, South African imports will not only be affected by

its own trade barriers but also by the developments in the supplying countries, such as their
competitiveness and policy. Also, certain factors
trading partners in Europe and North America (see Table 1.1) or its historical and cultural links to certain
countries are likely to affect the natuof its bilateral trade relationships. Finally, it is worth knowing to

what extent a countrydés exports or i mports are
partnersé6) income and to what ext efoims.t hey may be
68 To assess South Africads trade performance in

based on the gravity model of international trade has been devélopeel.version of gravityequation

from which we depart in this analysis is basedtbea original derivation by Anderson & Van Wincoop

(2003, 2004) A similar approach was taken earlier in t@ntextof SouthSouth tradedby Kowalski and

Shepherd (2006) i n t he cont ext o foylLBtlineoe and Bosvalski(2808)eandpndhe f o r m
context of BRIICS trade by Kowalski (2008)o save on space and focus on results, the details of the
methodology are laid out in the Annex to the report.

69. The approachallows us to rigorously decompose historical trade trends into a number of distinct
components such as:

1 Yearspecific effects that may lmmmon to all tradingartners €.g.years of global slowdown
of world trade).

9 Country pairspecific timeinvariant fixed effecs reflecting timenvariant bilateral and
geographical factore(g.distance, common language, colonial relationship etc.).

1 Thefixed effects for exporting and importing countribat vary in time €.g.compound effects
of countryspecific deviopments and policies that influence trade of a given country with all
other partners, MFN liberalisation or improvements in competition policy for instance).

9 Time-invariant fixed effects for exporting and importioguntry that capture permanent factors
that influence trade of a given country.

1 Residuals that capture the part of variation in bilateral trade flows that is not explained by any of
the explicitly specified fixed effects.

70. The resultsof this analysisd cus on South Africads trade perf
(Brazil, Russia, India, Indonesia and China). The 46 country dataset used in this analysis generally
encompasses the period 19886 and includeilateral trade data for all the OECD caiies the

BRIICS and a number of other countries that are significant players in world trade or are important trading
partners of any of the BRIICShe model is estimated for total merchandise exports and imports and for
capital goods, consumption goodsw materials and intermediate goods as defined in the World
Integrated Trade Solution (WITS) database.

1 The full derivation of the model is described in Kowalski (2008).
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41 South Africads comparative trade performance

71. To enhance the comparative nature of this exercise aedifisplly, to ensure comparability of the
estimated trade equation coefficients across various trading country pairs, it is convenient to express the
explanatory variable in the model not as a value of bilateral exports but as a vetpernts$ relativeéo the
combined (multiplicativelsDP of the two trading partnefsThis dependant variable can be interpreted as

a measure of trade intensity that accounts for the economic sizes of trading countries and is more
comparable across coupairs. This lead® comparability irthe estimated regression coefficiehts.

72.  The estimated fixed effecta this approactare coefficients oibinary variablesthat represent the
various components that are thought to determilagelal trade flowsThe regressions include a constant
term that necessitates dropping soocmintry fixed effect® one out of forty six effects needs to be
dropped. One of the years also needs to be droppedhabse to drop leinary variable forthe fird year

in the databas€1988) and chose the United States tothe referenceexporter and importer for fixed
effects that are constant over time and for exporter and importer fixed effects that vary ov@htime
implies that the actual values of estisth fixed effects are specific to the US and that, because of the
common benchmark the results can be compared across all thefex@mce countries in the sample.

73. Estimation results for terms that isolate thmedfic increases in US total tradever time are
presented graphically in Figurel, including the range of the estimated 95% confidence intervals. In all
figures that follow the scale of the vertical axis measures the logarithime o€lative value oftrade

Missing fixed effects should be interpreted as those dropped from the estimation because of missing
observations.

74. The estimated US fixed effects in Figure 4.1 suggest that, despite the gently negadive paint
estimates, on averaghe US6s rel ative trade with its trading
between 1988 and 2001. In 2001 a significant and gradually falling trend most likelysriftestowdown

in US commerce following 1Sepember 2001 events.

Q
12 log 88(' i3 instead ofogXij

13 This formulationhas also been advocated in the literature as a way of dealing with thisraritiat GDP is

endogenous.
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Figure 4.1 Year fixed effects

Source: Authorsocalculations.

75.  The termghat pick up timdanvariant fixed effects for exporting and importioguntries (  and

in the Annex) indicate whether tlvalue ofexports relative to the combin&DP of the two trading
partners has been on average (over the investigated period) higher or lower for a given country as
compared to the US. South Africa belongs ta@ug of countries that imported more intensively than the
US (controlling for the sizes of exporting and importing country, see Annex Figure 4.1). Japan, Canada
and Australia, for example, have been importing less intensively than the US. The negatingaimaat
fixed effect estimated for South Africa as an exporter indicates that South Africa hasxpeeing less
intensely than the US. This is also the case for Indonesia, Russia and China (see Annex Figure 4.2).
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