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INTRODUCTION 
Export-led growth in the East African trade bloc 

 
he East African Community (EAC) was revived in July 2000. 
Since then, there has been some progress registered in 

expansion of trade between the five member countries, especially 
with the Customs Union that brought together Kenya, Tanzania 
and Uganda in 2004, with Rwanda and Burundi joining in 2008. 
According to the EAC Development Strategy for 2011/12 to 
2015/16, intra-EAC trade grew by 40 percent between 2005 and 
2009. Uganda’s exports to Kenya increased from US$ 15.5 million 
in 2004 to US$ 172 million in 2009, while Tanzania’s exports to 
Kenya increased from US$ 95.5 million to US$ 300 million over the 
same period. Growth in exports is expected to be facilitated by the 
Common Market which came into force in July 2010. The projected 
increase in trade and investment among the EAC partner states 
should improve prospects for economic growth and development. 
However, this expectation falls within on-going debates in policy 
making agencies, such as the World Bank, regarding the validity of 
the trade-economic growth nexus in developing countries. Thus, 
here we examine the export-led growth hypothesis for the EAC 
countries of Uganda, Kenya, Rwanda, Tanzania and Burundi using 
panel co-integration techniques to test the hypothesis that export 
expansion leads to increased output and economic growth, both in 
the long and short-run. 

In general, there has been a shift towards export promotion 
strategies in the developing world since the late 1970s. Export-led 
growth approaches postulate that promoting exports and 
achieving export expansion leads to better resource allocation, 
creating economies of scale and production efficiency through 
technological development, capital formation, and employment 
generation. It also leads to relaxation of current account pressures 
for foreign capital goods by increasing a country’s external earnings 
and attracting foreign investment (World Bank, 1993). Theoretical 
agreement on export-led growth (ELG) emerged among neoclassi-
cal economists following the success of the free-market and 
outward-oriented policies of the so-called East Asian Tigers of Hong 
Kong, Singapore, South Korea and Taiwan between 1960 and 1990, 
as compared to the poor performance of Latin America economies 
that followed inward-oriented import substitution policies over the 

same period. This study contributes to the vast literature on 
export-led growth by employing panel data analysis techniques to 
examine the ELG hypothesis for the East African Community part-
ner states. 

Terms of trade volatility and primary commodity 
exports 

Empirical evidence in the economic literature has stressed the 
importance of trade as a major driver of economic growth and de-
velopment (UNIDO, 2010). Arguments have been put forward, 
however, that the relationship between trade and development is 
complex, and that it is not guaranteed that trade will automatically 
lead to economic growth for developing countries, especially those 
that predominantly rely on exportation of primary commodities, 
such as coffee, tea, maize, rice, and the like, as is the case for the 
countries of the EAC. Terms of trade play a large role in export 
promotion and economic growth as a whole. Unfavorable terms of 
trade may lead to sluggish production growth in the commodities a 
country exports and also affect investments in commodity produc-
tion, ultimately slowing GDP growth (Fatima, 2010). According to 
Bleaney and Greenaway (2004), an improvement in terms of trade 
leads to improvement in growth and investment. The many devel-
oping countries that rely on primary commodity exports for trade 
tend to experience relatively high terms of trade volatility, which 
have the potential to seriously disrupt GDP growth (Broda and 
Tille, 2003). Moreover, these countries have little control over 
these terms of trade shocks. 

The literature shows increasing evidence of the negative rela-
tionship between specialization in the production and export of 
primary products and economic growth. Sachs and Warner (1997) 
indicated that the 1970 share of primary commodity exports in 
GDP had a negative and significant effect on growth for 83 coun-
tries over the period 1965–1990. Sala-i-Martin (1997) also showed 
that the 1970 share of primary commodity exports in total exports 
was robustly and negatively correlated with growth over many 
alternative regression specifications. Mendoza (1997), using data 
for 40 industrial and developing countries, found that terms of 
trade volatility has a large adverse effect on economic growth, an 
effect which is robust to the addition of the other key determi-
nants of economic growth. 
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Baxter and Kouparitsas (2000) show that terms-of-trade fluctua-
tions are twice as large in developing countries as in developed 
countries. They attribute this to the fact that developing countries 
predominantly rely on primary commodity exports, whose prices 
are more volatile than those of manufactured goods. In addition, 
these countries have a high degree of openness; therefore sharp 
swings in the terms of trade affect a large share of their output. 
Mendoza (1995) and Kose (2002) show that terms-of-trade 
changes can account for up to half of the output volatility in these 
countries. Developing countries are also highly exposed to terms-of 
trade volatility because they have little leverage, if any, over their 
export prices. World markets dictate the price of the goods they 
export. However, developed countries, in contrast, are able to 
exert substantial influence on both their export prices and the 
prices they pay for imports of primary commodities (Broda 2004). 
Therefore, terms-of-trade shifts in developing countries are exoge-
nous to their economies. Most of the exports from the five East 
African Community partner states are primary commodities with 
very little value addition. As such, this study also examines the 
importance of terms of trade volatility on GDP for these countries 
in light of the export-led growth model. 

ANALYTICAL METHODS 
The key variables for this study are drawn from panel data for 

the five countries of the EAC from 1970 to 2008 – GDP, value of 
exports, and terms of trade volatility (shocks). These data are 
obtained from the International Financial Statistics yearbooks of 
the International Monetary Fund and data sources of the World 
Bank.1 Given that exports are a component of GDP, this study 
utilizes what is called the exports-adjusted GDP (AdjGDP) where 
exports are subtracted from GDP. The AdjGDP is a more objective 
variable to test the export-led growth hypothesis since the exports’ 
component within GDP has been removed. Therefore this study 
examines the relationship between exports and the AdjGDP. 

We test the data to see if the variables are integrated by the 
same order using tests proposed by Levin et al. (2002) and Im et al. 
(2003). The results show that AdjGDP, exports, total GDP, and 
terms of trade volatility are all integrated of the first order. We also 
test for co-integration between AdjGDP and exports on one hand 
and total GDP and terms of trade volatility on the other. We use 
the Kao (1999) and Pedroni (1995, 2001) methods to see if AdjGDP 
and exports move together in equilibrium in the long run. This is 
also done for total GDP and terms of trade volatility. The results 
show that this is the case. 

To evaluate the impact of exports on adjusted GDP we esti-
mate the long and short-run relationship between the two varia-
bles using the Vector Autoregressive (VAR) model, since it is 
assumed that exports and AdjGDP have a two way causal relation-
ship. Both the long-run VAR and the error-corrected short-run VAR 
models are estimated with fixed effects. To estimate the impact of 
terms of trade volatility on overall GDP, we estimate a panel 
corrected standard errors model (EGLS) with fixed effects. 

                                                 
1 The terms of trade volatility (shocks) variables used in this study are 
estimated using the simple generalized autoregressive conditional 
heteroskedasticity linear model (GARCH (1, 1)). 

POLICY IMPLICATIONS 
Long and short-run impact of exports on adjusted 
GDP 

Table 1 below shows the results from the long-term VAR esti-
mation where we use country dummy variables to capture country-
specific fixed effects. We find that exports for the EAC countries 
have a positive and significant effect on adjusted GDP. The causal 
relation between exports and adjusted GDP is shown to be a two-
way process. Our interest, however, is on the effect that exports 
have on output, shown in the first column of results in Table 1. The 
estimated export elasticity is positive and statistically significant, 
showing that a 1 percent increase in exports leads to a 
0.077 percent increase in adjusted GDP in the next time period for 
the five EAC trade bloc countries in the long-run. The results in the 
second column show the effect of adjusted GDP on exports. This 
analysis shows that a 1 percent increase in adjusted GDP increases 
exports by 0.53 percent in the next time period in the long-run. 

The analyses are not disaggregated into agricultural and non-
agricultural exports. However, the bulk of the exports in all these 
five EAC countries is made up of primary commodities, such as 
coffee, tea, and maize. These results are consistent with those 
obtained by Sanjuàn-Lòpez and Dawson (2010) for developing 
countries with respect to agricultural exports. These findings are 
consistent with the export-led growth hypothesis, even though 
most of the exports from the five EAC trade bloc countries is made 
up of primary commodities with little or no value addition. 

TABLE 1: Long-run VAR results for adjusted GDP 
and exports for the five EAC countries 

 lnAdjGDP lnExports 

Constant  2.845 
(3.936) 

-3.206 
(-1.397) 

lnAdjGDP(-1) 0.904 *** 
(11.933) 

0.530 ** 
(2.206) 

lnAdjGDP(-2) -0.100 
(-1.341) 

-0.112 
(-0.472) 

lnExports(-1) 0.077 *** 
(3.314) 

0.582 *** 
(7.845) 

lnExports(-2) -0.015 
(-0.656) 

0.128 
(1.709) 

Time Trend 0.005 
(3.915) 

0.00002 
(0.005) 

Adj. R-squared 0.993 0.968 
F-statistic 2662.9 563.5 

n 185 185 
Values in parentheses are asymptotic t-values. 
Country dummy variables are included in the analysis to capture fixed 

effects, but are not reported here. 
***, **, * indicates statistical significance at 1, 5 and 10 percent levels, 

respectively 

In the short-run (Table 2) the export elasticity is positive and 
significant and shows that a 1 percent increase in exports yields a 
0.044 percent increase in adjusted GDP in the next time period. 
This figure is smaller than that of the long-run. This is due to the 
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fact that there is more flexibility in the adjustments made in the 
economy in the long-run than can be done in the short term. In the 
short-run, adjusted GDP has a weak effect on exports. The same 
explanation of flexibility in the long-run can be given in this case. 

However, as is shown in the next section, over-reliance on 
primary commodity exports has its own pitfalls in that they are 
vulnerable to price volatility. This has a negative effect on overall 
growth of the economy. 

TABLE 2: Short-run VAR results for adjusted GDP 
and exports for the five EAC countries 

 lnAdjGDP lnExports 

CointEq1 -0.056 
(-2.000) 

0.416 
(4.957) 

Constant 0.013 
(0.527) 

0.236 
(3.246) 

D(lnAdjGDP(-1)) 0.034 
(0.450) 

0.162 
(0.705) 

D(lnAdjGDP(-2)) -0.074 
(-0.978) 

0.273 
(1.204) 

D(lnExports(-1)) 0.044 * 
(1.773) 

-0.189 
(-2.531) 

D(lnExports(-2)) 0.035 
(1.466) 

-0.162 
(-2.266) 

Adj. R-squared 0.042 0.218 
F-statistic 1.78 5.98 

n 180 180 
Values in parentheses are asymptotic t-values. 
Country dummy variables are included in the analysis to capture fixed 

effects, but are not reported here. 
***, **, * indicates statistical significance at 1, 5 and 10 percent levels, 

respectively 

Impact of terms of trade volatility on output of EAC 
bloc 

The impact of terms of trade volatility on overall GDP results 
are shown in Table 3 below. Terms of trade volatility has a negative 
and significant effect on overall GDP for the five EAC countries. The 
time trend variable is measured as a unit step series starting from 1 
in 1970 to 39 in 2008. When included in the analysis, the time 
trend variable captures the effect of other factors on overall GDP 
over time that is not explained by terms of trade volatility. These 
results show that there is an upward trend in real GDP that is not 
explained by term of trade volatility. A one percent increase in the 
terms of trade volatility leads to a decline in the overall GDP by 
0.08 percent in the long-run. In the short-run the effect is about 
half of the long-run impact as is shown in Table 4 below. The bulk 
of the exports for all five EAC countries is predominantly made up 
of primary commodities prone to high terms of trade volatility. 
These results point to the risk to GDP growth in the region due to 
this volatility in prices paid on the international market for their 
primary export commodities. 

TABLE 3: Long-run Effect of terms of trade 
volatility on GDP for the five EAC countries 

Dependent variable: lnGDP fixed-effects model 

Constant 21.214 
(581.942) 

ln(Terms of trade volatility) -0.079 *** 
(-4.341) 

Time Trend 0.025 *** 
(12.558) 

Adj. R-squared 0.979 
S.E. of regression 0.163 

F-statistic 867.49 
n 112 

Values in parentheses are asymptotic t-values. 
Country dummy variables are included in the analysis to capture fixed 

effects, but are not reported here. 
***, **, * indicates statistical significance at 1, 5 and 10 percent levels, 

respectively 
 

Table 4: Short-run Effect of terms of trade 
volatility on GDP for the five EAC countries 

Dependent variable: ΔlnGDP fixed-effects model 

Constant 0.025 
(1.733) 

Δln(Terms of trade volatility) -0.034 ** 
(-2.209) 

Time Trend 0.0002 
(0.271) 

Error Correction Term  -0.037 
(-1.373)  

Adj. R-squared 0.230 
S.E. of regression 0.080 

F-statistic 5.310 
n 102 

Values in parentheses are asymptotic t-values. 
Country dummy variables are included in the analysis to capture fixed 

effects, but are not reported here. 
***, **, * indicates statistical significance at 1, 5 and 10 percent levels, 

respectively 

CONCLUSIONS 
The East African Community trade bloc was revived with the 

aim of boosting economic growth in the region. Intra-EAC trade 
grew by 40 percent between 2005 and 2009. The projected 
increase in trade and investment among the EAC partner states is 
expected to improve the prospects for economic growth and 
development. Given this outlook, results from this study reinforce 
the view that EAC states stand to benefit from increased export 
growth within and outside the trade bloc. An increase in exports, 
whether predominantly primary products or not, leads to an 
increase in overall economic output. One of the key determinants 
of economic growth in the region is through expansion of exports. 
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It is imperative that the EAC states put greater emphasis on export 
growth-oriented investment strategies to promote overall 
economic growth in the region. 

Developing countries that predominantly rely on primary 
commodity exports to spur growth will face challenges, however, 
among them the negative effect of terms of trade volatility. 
Primary commodities form a large fraction of the exports from the 
five EAC states. These commodities currently have little or no 
value-added and are prone to high terms of trade volatility, which 
has a significant negative impact on GDP and export revenue as 
well. High terms of trade volatility has the potential of reversing 
the gains from export-led growth.  

The five EAC countries would benefit from putting more 
emphasis on capital investments that lead to an increasing share of 
value-added exports to boost economic growth, especially 
manufactured products based on agro-processing industries. This 
implies expanding the export base by increasing the share of 
manufactured commodities for export. Diversification away from 
primary commodities to other value-added exports also would 
tend to lower the vulnerability of the EAC economies to commodity 
terms of trade volatility and increase economic growth in the 
region. 
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