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ABSTRACT

This study analyses the extent to which dollargatr the multi-currency system impacted
on Zimbabwe'’s trade flows to, and from, its majading partners during the period 2009 to
2013, in comparison with the period prior to daflation, 2000-2008. Studies that have been
done on other dollarised countries have shown mmeedlts regarding the trade-enhancing
effects of dollarisation. This study used the GraWlodel of trade analysis to estimate the
effect of dollarisation and other variables on ZahWe's exports and imports. A cross-
section of twelve (12) Zimbabwe's major tradingtpars, constituting at least 90% of total
trade, formed part of the study over a period ofteen (14) years. The Gravity Model panel
dataset was estimated using the Pooled OrdinargtL8quares regression method, with
variables including GDP, distance, exchange ratatility and dummies for dollarisation,
free trade agreements and common language. Thg &wudd that dollarisation had no
significant effect on the country's exports. Da#lation was found to have had a very
significant effect on imports with an estimate 082 implying that Zimbabwe’s imports
increased by 147% i.e. 106el), holding other things constant. This findingcinsistent
with results of major studies done elsewhere arkdngd of a true reflection of the surge in
imports actually experienced by the country durithg period 2009-2013. The study
concludes that dollarisation was more favourablemports than exports, and contributed to
some extent to the country's deteriorating balasideade. The results, however, show that
there could be other critical factors behind Zimbals trade performance given that only

40% of the variation in trade was explained bywheables under consideration.
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1 CHAPTER 1: INTRODUCTORY CHAPTER
1.1 INTRODUCTION

The economic policy of dollarisation, or using drest country’s currency, in place of one
country’s own domestic currency as legal tendes, lleen adopted by a number of countries
as a tool to enhance macroeconomic stability, andgarticular, fighting inflation and
promoting international trade. The policy of dalation has been seriously considered to
achieve economic goals of financial stability, traidtegration and price stability (Klein,
2002, Jacome & Lonnberg, 2010).

Zimbabwe, to the best knowledge of this researcisethe latest country to abandon its
national currency in favour of dollarisation. Theulticurrency system adopted by
Zimbabwe in February 2009 is regarded, in its oightr as dollarisation even though at least
five foreign currencies have been contained inielgal tender basket. The foreign currencies
adopted include the US dollar, the British pouheé, $outh African rand, the EU euro and the
Botswana pula, which replaced the Zimbabwe doHat had practically lost all its monetary
functions to continue in circulation namely; bemgnedium of exchange, unit of account and
store of value. This was following a decade-longqukof macroeconomic instability that
was characterised by hyper-inflation which reachedcord level of 231 million per céry
mid-2008. The multi-currency system is widely ctedi for restoring macroeconomic
stability in Zimbabwe to some extent, and in patac arresting hyper-inflation. All
economic growth variables, including the trade congmt, were expected to improve on

their performance relative to the period prior tdlarisation.

Since dollarisation is not a new phenomenon, a runolb both theoretical and empirical
studies have been done for some countries on theridation-growth-inflation-trade nexus
and the general findings have been that dolladgeas, indeed, an important tool that can be
used to arrest higher levels of inflation, promttele and spur economic growth (Berg &
Borensztein, 2000; Rose, 2000; Frenkel & Rose, 28d%vards & Magendzo, 2004; Bergin
& Lin, 2010). There have been, however, mixed figdi on the impact of dollarisation on
trade with some researchers finding statisticalgnificant impact, while others finding

otherwise. The main benefits of dollarisation olateral trade have been found to revolve

! Inflation figures available at: http://www.rbz.ga/about/inflation.asp



around its ability to reduce trade transaction £oga the exchange rate and price level
between the dollarised country and the country wiaasrency is adopted (Lin & Ye, 2006).

Renowned academics on the dollarisation-trade nsxcis as Andrew Rose et al (2000, 2002
& 2004), have always found that a common curreretywben countries can increase bilateral
trade flows in the currency union by more thanéhiienes. Contrariwise, a notable study by
Michael Klein (2002) found no meaningful evidenoeconclude that dollarisation promotes

bilateral trade between countries that use the samency.

The case of Zimbabwe is rather unique in the sémseits dollarisation took the form of
multi-currencies rather than just one currencyaslteen the case with other countries. Also,
unlike other countries that were joining a currenoyon, Zimbabwe did not get into a
currency union per se but unilaterally adopted rmuitrencies on its own. Against the brief
introduction, this study intends to analyse theeekto which dollarisation (multi-currency
system) in Zimbabwe impacted on the country’s bit@ttrade flows with its major trading
partners during the period 2009 to 2013 in whiahdbllarisation policy has been in place so
far’. For purposes of this study, the multi-currencystemn is regarded as de facto

dollarisation and is referred to as such throughioeipaper.

1.2 STATEMENT OF THE PROBLEM

Since 2009 with the adoption of dollarisation, Zablwve experienced phenomenal growth in
total trade with its trading partners although theection of trade has been more inward
(imports) than outward (exports). According to datan the Zimbabwe National Statistics
Agency (ZimStats), Zimbabwe’s total trade (impottexports) with the rest of the world
tripled from US$4.3 billion in 2008 to around US$h#lion in 2011 before slightly going
down to US$10 billion in 2014 The trade deficit worsened from US$1.1 billion2i08 to
an all-time high of US$5 billion in 2011. The nagattrade balance slightly improved to
US$3.9 billion in 2013 and US$3.3 billion in 201RBZ, 2015), but has still been very high
and unsustainable. In actual fact, the trade dgdre-dollarisation was less than half the level
of the deficit during dollarisation. A number ofamomic agents have attributed the poor

increase in total trade driven by imports chiefiythie policy of dollarisation.

2 Year 2014 has been excluded from the study dueawailability of trade data on Zimbabwe’s trading
partners on international databases by the tin@ducting this research.

3 Zimbabwe export receipts for 2014 amounted to U&t#iBion, while imports amounted to US$6.4billion
(2015 Monetary Policy Statement by the Reserve Rdilimbabwe).



The dollarisation and trade relationship, whichthe basis of this study, revolves around
reduced transaction costs and exchange rate stabilnumber of studies have been carried
out to determine the extent of the impact of daktion or currency unions on trade and the
results have been mixed although a good numbehefstudies point to trade-enhancing
effects of three or more times (Rose et al, 2000228 2004). Other studies such as that of
Klein (2005) and Nitsch (2005) found no meaningfuidence of trade enhancing effects of
dollarisation on trade. Where dollarisation hasnbé@und not have significant positive
impact on trade it has been suggested that therd be some other country specific factors
which could cause dollarisation not offer all péved and intended benefits and these factors
usually include a country's risk profile. Benoni ld&ndahl (2014) advise that dollarised
countries would need to do much more than justadsk such as dealing with economic and
political country risk if they would want to see amengful benefits out of dollarisation.
Jacome & Lonnberg (2010) advise that dollarisingntoes should reduce trade-restrictive
tariffs and non-tariff barriers to promote expostsich are expected to generate more foreign
exchange inflows to sustain the dollarisation. Thsuld imply that in as much as
dollarisation is perceived to facilitate trade, fyaicy also depends on trade for it to sustain
itself otherwise a country can experience seriagsidity challenges that can hamper

economic growth as is happening in Zimbabwe culyent

This study therefore seeks to find out in the canté Zimbabwe whether the phenomenal
growth on Zimbabwe’s trade flows was mainly duadtdlarisation and if so, it attempts to
measure the extent of the impact. This is agahestbickground that there could have been
other factors that were behind the country’'s trgueformance besides dollarisation

especially due to the peculiarity of the Zimbabwere@mic situation.

1.3 OBJECTIVES OF THE STUDY

The main objective of this study is to determine tbxtent to which dollarisation in
Zimbabwe impacted on the country’s internationadi& flows with its major trading partners
during the period 2009 to 2013 and compare it \whih period prior to dollarisation, 2000-
2008.



The specific objectives of the study are to;
I. Ascertain the extent to which dollarisation in Zablwe influenced the country’s total
bilateral trade flows to and from its trading parsduring the period 2009 to 2013;
ii. Ascertain the extent to which dollarisation impdcten the flow of imports into
Zimbabwe and impacted on the country’s exports &pontrading partners during the
period under review, and
iii. ldentify other factors that could have influencdtk tdirection, composition and
guantum of Zimbabwe’s trade with its major tradipgrtners and make policy

recommendations that could promote trade to thetcgs best advantage.

1.4 RESEARCH QUESTIONS

The study seeks to answer the following researestipns;

I. To what extent did dollarisation or the multi-curcg system in Zimbabwe impact on
the country’s total trade with key trading partnéusing the period 2009 to 2013?

ii. To what extent did dollarisation impact on the flovimports into Zimbabwe during
the period under review?

iii. To what extent did dollarisation impact on Zimbalsvexports to major trading
partners during the same period?

iv. To what extent did dollarisation impact on the doyis balance of trade during the
period under review?

v. What other factors could have contributed to Zimbab trade performance during the
period under review?

vi. What policy recommendations could be put forwand Zombabwe to increase on its

trade to the best of its advantage?

1.5 HYPOTHESES TESTING

The following hypotheses will be tested in the gtud

Null Hypothesis (b): Dollarisation had a minimal impact on Zimbabwé&'ade flows and
balance of trade during the period 2009 to 2013.

Alterative Hypothesis (B Dollarisation had a direct significant impact simbabwe’s trade

flows and balance of trade during the period 2@02013.



1.6 JUSTIFICATION OF THE STUDY

The subject of dollarisation and its impact on &rad Zimbabwe has not been widely studied
empirically by many to the best knowledge of thesearcher. There have been some
gualitative analytical pieces of work in generalaptions for the best currency regime for the
country. A detailed study on the impact of dollatisn on Zimbabwe'’s trade performance is
important going forward under the new national dsweent strategy, the Zimbabwe
Agenda for Sustainable Socio-Economic Transformatf®iIMASSET) (2013-2018) which
policy-makers expect to turn-around the fortunestled economy. ZIMASSET and the
National Trade Policy of Zimbabwe (2012-2016) redseg the importance of trade as 'the
engine for economic growth and development'. tasimon knowledge that dollarisation in
Zimbabwe has incentivised imports due to limite¢h@ange rate risk and disincentivised
exports as evidenced by the general reluctancedal manufactures of goods to export due
to several factors noted by the Confederation oftdbwe Industries (CZI) in its 'State of the
Manufacturing Sector Survey' of 2014. Although fiaicy of dollarisation was received
with enthusiasm and high expectations by econogenis, little did they anticipate that the

policy could in some way negatively impact on ecogo

Three notable studies on Zimbabwe's dollarisationu$sed on the way forward for
Zimbabwe regarding the country’s currency reginmat tis, whether to continue with the
multi-currency system or to de-dollarise. Chigumir@hipumho & Shamu (2009),
Makochekanwa (2009) and Chigome (2011) did somdytre research on this and
proposed a number of policy options for consideratiThe studies, however, did not focus
conclusively on the impact of dollarisation on watience this researcher’'s keen interest to

explore how and to what extent dollarisation impdatin Zimbabwe's trade.

The findings of this research will give evidencesdé recommendations to policy-makers in
an effort to boost Zimbabwe’s bilateral trade flowsthe best advantage of the country. The
determination of the extent of the impact of da#lation on the country’s trade performance
could assist policy makers in determining an idpalicy mix to facilitate increase in

Zimbabwe’s trade with the rest of the world. Thesggmment can consider trade effects of
the policy of dollarisation as it considers optidosa future sustainable currency regime for

the country. This is in light of the current liquid and competitiveness challenges the

* Available at http://www.zimtreasury.gov.zw/zim-ass



country has been faced with. There has always beed to address the foreign currency
shortage in the economy and also boosting foreigrency reserves for the country in order
to tackle head-on the country’s high external @etat attract capital inflows. These myriad of
challenges can only be solved by boosting valuetbddexports, which is the most

sustainable source of foreign currency.

The private sector is expected to benefit from 8iigdy by appreciating the situation the
country is faced with in terms of trade with thetref the world under the multi-currency
system. In as much as industry would prefer thallocarket to foreign markets as they
would still get the foreign currency they requitke small size of the internal market in
Zimbabwe cannot spur growth through trade hencenttesl to look beyond the country’s
borders. The liquidity challenge the local industngs always cried about and the
protectionist policies they have always advocatadid counter competitiveness challenges

posed by cheap imports are better handled by bmpskports.

The academia and other researchers are expecheshédit from this study that has not been
extensively explored by many in the country. Thedgtattempts to present evidence-based
analysis of the impact of the multi-currency system Zimbabwe’s trade flows. The
academia is recommended to further carry out rekearthis area guided by the groundwork
laid by this study.

1.7 METHODOLOGY

In order to examine the extent of the impact ofatation on Zimbabwe’s trade flows with
its major trading partners during the period 200213, the study makes use of the Gravity
Model of trade analysis, which is an empirical ot has been used to explain trade
flows between countries or trading partner coustriene model postulates that the flow of
trade between two countries is proportional togtze of the two countries’ economies and
that it is inversely proportional to the distanagvieen them. For this study, the model is
extended to incorporate additional variables tl@atehbeen found to have influence on trade,
including dollarisation and free trade agreements.

To get a clear analysis of the impact, the studynases exports and imports separately,

using Pooled OLS Gravity Equations. In additiortite quantitative analysis, the study also



carries out qualitative analysis of Zimbabwe gehenacroeconomic performance and
operating environment with a view to establishing éxtent of the impact of other factors on
the country's trade flows during the period undetiew. Accordingly, a qualitative analysis
will form part of Chapter 2 on the background agdapsis of Zimbabwe's experience with

dollarisation.

1.8 ORGANISATION OF THE STUDY

Following this introductory chapter (Chapter 1) study is structured as follows; Chapter 2
gives background and synopsis of Zimbabwe's expegievith dollarisation in relation to the
country's international trade performance; Chapteeviews both theoretical and empirical
literature with focus on the objectives of the stathd research questions; Chapter 4 outlines
the research methodology for the study; Chapteresgmts and analyses information/data
gathered; and Chapter 6 summarises research fmdargl concludes with policy
recommendations. Suggestions for future researcth@isubject matter on the dollarisation

and trade nexus are recommended thereafter.



2 CHAPTER 2: ZIMBABWE EXPERIENCE WITH DOLLARISATIO N
2.1 OVERVIEW OF MACROECONOMIC PERFORMANCE

The general economic performance of Zimbabwe has l@thargic since the period at which
the country embraced the IMF-backed Economic SiratiAdjustment Programme (ESAP)
of the 1990s. The situation further deterioratemryear 2000 when the country embarked
on a fast-tracked land reform programme whose owaisy resulted in the country being
slapped with sanctions by some members of thenat@nal community. The country's GDP
growth averaged 2.4% per year from 1980 to 1992.césfirmed in the National Trade
Policy (2012-2016) document (NTPfrom 2000 to 2008 Zimbabwe's economy contracted
by over 40% due to a myriad of challenges amonmthngper-inflation that reached a record
high of 231 million per cent by mid-2008, poor expperformance due to commodity price
instability on the international market (Zimbabwe & major exporter of primary
commodities), balance of payments (BOP) difficglte@nd a huge unsustainable external
debt. The country has not been able to attract mghuh BOP external support due to
sanctions and multilateral financial institutiongls as the IMF and the World Bank have not

come Yyet to the country's rescue because of arrears

Productive sectors of the economy underperformeuhglihe 'lost decade' 1998-2008 due to
high interest rates, high costs of production axckssive exchange controls which affected
ftheir ability to import essential goods and seegicThe exchange controls also required
exporters to surrender a significant proportiotheir proceeds to the monetary authorities in
exchange of the local currency, which was undeeahrfrom hyperinflation. Foreign
exchange shortages, and poor utility supplies (@&, water and coal) and infrastructure
bottlenecks (due to deferred maintenance) sum aphdst of challenges the country was
faced with (WTO, 2011). Independent researcherh siscChigumira, Chipumho & Shamu
(2009) confirmed the above-cited challenges andsér®us macroeconomic instability that
Zimbabwe went through which resulted in industdapacity utilisation going down and the

country facing skills flight to other countries.

5 Available atwww.mic.gov.zw/policies




In February 2009, following the consummation of @@vernment of National Unity (GNU)
between the country’s main political parties (ZANB- and MDC), the Government of
Zimbabwe adopted a new economic revival strategybdd the Short Term Emergency
Recovery Programme (STERRyhich embraced the multi-currency system thatciaffiy
replaced the local currency. Zimbabwe’s inflaticardatically fell to a single digit level of
7.7% by end of year 2009 from 231 million per cehthe previous year. Industrial capacity
utilisation in the manufacturing sector increasenhf an average of 10% to 32.3% by end of
year 2009. An array of monetary and fiscal poliagtarity measures under the stewardship
of then Finance Minister, Tendai Biti, brought someenarkable macroeconomic stability.
The policy reforms included liberalisation measuted removed price and foreign exchange
controls and fiscal prudence. As a result, the esgngrew by 5.7%, 8.1%, 9.3% and 10.5%
in 2009, 2010, 2011 and 2012, and the sectorswkat driving these growth rates were
mainly mining and agriculture (WTO, 2011).

Unpredictably, the economic rebound the countryeeepced from 2009 to 2012 started
slowing down with GDP growth rate decelerating frah5% in 2012 to 4.5% in 2013 and
3.1% in 2014 due to systemic challenges affectiigsactors of the economy. The

challenges, somewhat similar to yesteryear chadiengnclude high costs of production,
antiguated plant and machinery, competitivenedadr of cheap imports, weak demand for
goods on the local market. The ZIMASSET proposed@mnomic growth target of 6.1% per
year from 2014 to 2018, and with these sudden dpwents, it is highly unlikely that the

target will see the light of day.

According to the Reserve Bank of Zimbabwe Monefgjicy Statement for 2015, annual

average inflation, which fell from 3.7% in 20121®% in 2013, declined further to -0.2% in

2014. The negative inflation trend is expectedd@2and likely beyond and is being termed
by authorities as disinflation or self-correctiam the pricing structure and not necessarily
deflation. The explanation to this has been that'itivisible hand' set up the country’s price
structure based on higher levels of the hyperiiteary era and this ended up fixing prices
domestically higher than the price levels in sonegginbouring countries such as South

Africa.

®Available at: http://www.zimtreasury.gov.zw/sterp



The IMF (2014) noted that Zimbabwe state of thenecwy is precarious, characterised by
lack of foreign exchange reserves, large exteraht,chuge current account and tight foreign
currency liquidity challenges. It also observedfiBeal space challenges the country is faced
with amid incapacity to generate more revenue byegument. The Confederation of
Zimbabwe Industries (CZI) in its 'State of the Mauiuring Sector Survey' for 2014
decried the poor state of the manufacturing se@emdustrialisation is fast taking its toll,
and the business chamber organisation has appeabedh the private and public sectors to
take action before the situation seriously getsadutand. Table 2.1 below shows the levels

of industrial capacity utilisation for the manufahg sector from 2000 to 2014.

Table 2.1: Zimbabwe Industrial Capacity Utilisation

Year 2000 | 2002| 2004 | 2006| 2008 2009 2010 2011 20120132 | 2014
Average
Capacity 56% | 60% | 59.2%| 33.8% | 10% | 32.3%| 43.7%| 57.2%| 44.9%| 39.6% | 36.3%
Utilisation

Source: CZI Manufacturing Sector Surveys (2009-2014

The major factors that have been identified by @& as affecting industrial capacity
utilisation are listed in Table 2.2 below for theays 2012 to 2014,

Table 2.2: Factors Affecting Industrial Capacity Uilisation (2012 — 2014)

Capacity Constraint 2012 (%ge)| 2013 (%ge) 2014 (%ge
Low Local Demand 13.3 17.6 28.8
Working Capital Constraints 32.3 40.2 26.5
Competition from Imports 9.5 12.5 14.2
Antiquated  Machinery and machindl.4 9.8 7.3
breakdowns

Drawbacks from current economi®.4 - 7.0
environment

High cost of doing business 8.0 5.2 6.2
Shortage of raw materials 5.3 5.9 6.2
Power and water shortages 9.9 8.8 3.8
Other factors 1.9 - -
Total 100 100 100

Source: CZI Manufacturing Sector Survey (2014)

7 Available at: http://www.czi.co. zw/CZI_2014.pdf.
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The authorities in Zimbabwe are quite alive to tmallenges the country is facing. The
country has been under two successive IMF Staffiddoed Programs (SMPs) wherein the
authorities agreed to implement some proposed ypo&torms. The initial SMP ran from
March 2013 to June 2014, while the second one wpsoaed to run from October 2014 to
December 2015. The main objectives of the new SMRide improving the country's fiscal
and external positions; putting in place measuoetatkle the country's external debt, and
improving the business climate (MOFED, 2015). Afseiccessful completion of the SMP,
Zimbabwe might be able to qualify for debt reliefdabudgetary support from multilateral
financial institutions and bilateral developmentrtpars. Since 2000, Zimbabwe has not
benefited from any international budgetary supmarte for humanitarian support (WTO,
2011).

In a statement at the end of the First Review efztmbabwe SMP in March 20%%he IMF
advised that despite the difficulties Zimbabwe asig, the authorities have been making
progress in implementing the agreed reforms. Sdntieeoreform measures noted include tax
regime reform, balancing fiscal accounts includmgnaging the public sector wage bill,
restoring confidence in the financial services @edmproving the investment climate, and
stepping up efforts to clear outstanding arreard wmengage with multilateral financial

institutions.

2.2 EXPERIENCE WITH MULTI-CURRENCY DOLLARISATION

As indicated in the preceding section, hyperinflatin Zimbabwe between year 2000 and
2008 was so endemic to the extent that the logaéoay had to be abandoned by economic
agents before it was officially phased out in Ma2€i®9. As noted by Chigumira, Chipumho
& Shamu (2009), the hyper-inflation increased thstof doing business and affected the
competitiveness of locally produced goods in conspar with foreign products. Economic
agents' lost confidence in their own currency dsad lost its basic function of being a store
of value and it became difficult to conduct normi@nsactions using it. As such, people
resorted to conducting illegal foreign currencyngactions in both the formal and informal
sector using 'black’ or 'parallel’ market exchangies to evade exchange controls. The

parallel market exchange rates were indexed depgrali whether it was a cash transaction

8 http://www.imf.org/external/np/sec/pr/2015/pr151tsn
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(lower exchange rate but more beneficial) or actedaic transaction (better exchange rate
but less beneficial). The latter option was lesseliieial in the sense that agents had to be
paid for their foreign exchange in trillions of Zwabwe dollars into the bank account, of
which it was difficult to withdraw the cash equigat out of the bank. The money in the bank
ended up losing value due to inflation. This systeas popularly referred to asurning Zim

dollar’ in street language.

Due to the unstable macroeconomic environment al@ifing recommendations by various
economic agents including captains of industry amnmerce, Zimbabwe authorities
unilaterally officially adopted the use of multirkBagn currencies as legal tender alongside the
local currency in January 2009This move was without formal agreements with the
countries whose currencies were adopted. The fireeocies adopted then were the US
dollar, the South African rand, the British poutite Euro and the Botswana ptila

The dominance of each of the multi-currencies agtbpt 2009 has been dependent upon the
proximity of one area to some of the countries vehosrrencies were in use. Initially towns
closer to South Africa preferred rands (Beitbridged Bulawayo for instance); and those
close to Botswana (Bulawayo and Plumtree) prefepnds (Noko (2009). The US dollar,
however, has dominated the market as the mostrpedfeurrency because of its stability
against other currencies and the fact that tramsectoy government have largely been
denominated in US dollars, including payments ® ¢lvil service. The South African rand
has lost favour with economic agents despite thetfeat South Africa is Zimbabwe's largest
trading partner. The stability of the US dollar imgathe rand has seen suppliers from South
Africa having tendency to quote their goods andvises in US dollars for Zimbabwe
importers. The euro has not really found favouzimbabwe despite being one of the legal

tenders.

With dollarisation, the country’s central bank amdnetary authority, the Reserve Bank of
Zimbabwe, lost its independence on monetary pdbicg greater extent. The central bank’s

role has largely been limited to bank supervisiod surveillance. In support of dollarisation,

° The Zimbabwe dollar was officially phased out imf¢h 2009

19 |n February 2014, the Reserve Bank of Zimbabwe anoed the inclusion of four additional currencie®i
the multi-currency basket and these are the Auatralollar, Chinese Renminbi (Yuan), Indian rupeed the
Japanese yen.
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the monetary authority deregulated exchange canwal imports and exports as well as
capital controls. For instance, external loans pfte US$5 million, since 2009, and now
US$7.5 million since 2014 are approved by bank$out prior approval of the External
Loans Coordinating Committee (ELCC) of the cenbak (RBZ, 2014).

With the advent of the multi-currency system, tlusibess sector and transacting public had
limited confidence in the financial services seatogeneral and the monetary authority in
particular following nasty experiences of the Zidwa dollar and hyper-inflation era. The
scepticism affected foreign currency inflows inb@ thormal banking system initially but as
noted by Noko (2009), within six months after doflation bank deposits increased by 141%
from US$290 million in 2008 to US$700 million inrde1 2009, and then US$1.5 billion by
end of 2009. By December 2014 bank deposits in Zimie stood at US$4.4 billion from
US$3.9 billion the previous year driven by tobaseates (RBZ, 2015).

The positive developments in terms of economic veop that were brought about by
dollarisation in Zimbabwe were quite noticeable anchmended locally and internationally.
Chigumira, Chipumho & Shamu (2009) hailed dollai@a for arresting hyperinflation to
single digit levels, bringing stability in the finaial services sector and capital markets,
bringing about fiscal discipline and general ecoimostabilisation. Despite these positive
developments, dollarisation had its own downsi@snajor concern has been the exchange
rate volatility between the US dollar and the SoAftican rand in view of the fact that
Zimbabwe imports much of its goods from South Adric¢he rand has been unstable and this
has had negative effect on pricing of goods andpatitiveness of locally manufactured
goods which have faced stiff competition from cheaports mainly from South Africa and
China. In addition, the inability by the RBZ to lige monetary policy instruments to
influence economic activities through interest satend exchange rates left the economy
exposed to external influences. The monetary ailyfwwas incapacitated by dollarisation to
generate seigniorage revenue and kind of losenddr-of-last-resort function to support the
financial services sector. This actually exacerbdtee financial liquidity situation in the

economy.

The issue of coins has also been a challenge inmihi&-currency system. Only South
African rand coins have been circulating in Zimbabsuring the period 2009-2014. These

coins have been in short supply resulting in priaegoods being rounded-up to the nearest
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dollar. This resulted in consumers being forcetiug smaller items such as sweets at higher
prices or given credit notes in lieu of change. Thaa@sacting public was subjected to a fixed
exchange rate of US$1=ZAR10 or US$1=ZAR8 dependmghat would leave the seller at
advantage. To solve the change problem, the RB@dnted, on 18 December 2014, small
denomination bond coins of 1c, 5c, 10c and 25c mieacirculate along with US$ notes and
other foreign currenciés According to the central bank, the ‘bond coiag legal tender
and are bonded to a US$ facility hence they gieecthins strength of being at par with US
cents (RBZ, 2018}. The central bank advised that the coins were misant to address the
problem of competitiveness through a proper prigggtem of goods and services. These
bond coins have been in circulation and indicatibage been that the transacting public is
gradually embracing the coins following assuranbgsauthorities that the coins do not
signify return of the Zimbabwe dollar. Another dasside of dollarisation has been limited
access to affordable and long-term capital by tloelyctive sectors. The banks have been
incapacitated to on-lend since deposits into thekipg sector have mainly been demand
deposits. As enunciated in the Zimbabwe Indusielelopment Policy (2012-2016) and
further expounded in the Reserve Bank Monetary colStatement of 2015, this
compromised the ability of productive sectors toduce goods competitively to counter

cheaper imports.

Zimbabwe has gone for six years now with dollarsatut the economy seems to be at
cross-roads. The CZI (2014) noted that the econtmy failed to sustain the growth
trajectory experienced since 2009. The MinisterFofance and Economic Development,
Patrick Chinamasa, and the Governor of the Redgan& of Zimbabwe, John Mangudya, in
their 2015 Fiscal and Monetary Policy Statemenéspectively acknowledged that the
economy is under-performing and that the myriadhafllenges being faced require solutions.
Against this background, debate around the poggibil re-introducing the Zimbabwe dollar

to capacitate government and improve on finanaguidity has been going on among
economic agents, albeit with mixed feelings. Howewbe authorities have expressed
commitment to preserving the multi-currency systartil important economic fundamentals
are addresséd This is well in line with the recommendation biiQumira, e tal (2009) that

the local currency should only be returned afterlihsic fundamentals that led to the demise

11 The 50c coin was later introduced on 31 March 2015
12 RBZ 2015 Monetary Policy Statement, available at:
www.rbz.co.zw/.../2015%20MPS/Monetary%20Policy% 20&mnent%2015

132015 National Budget Statement (November, 201, Monetary Policy Statement (January 2015).
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of the currency are fully addressed. Alternativelyakochekanwa (2009) proposed the
following currency options for Zimbabwe in ordermfority; continuation with dollarisation,

return of the local currency under a currency baamhagement, joining a currency union
(the Common Monetary Area of South Africa, Namilftyaziland and Lesotho), or free

banking.

2.3 TRADE POLICIES AND PRACTICES

Zimbabwe’s trade policies and practices have Igrgeéen under the influence of
developments at the macroeconomic level. As sinehetonomic instability explained in the
preceding section and the multi-currency systemcpdio some extent can explain the
country’s trade performance. In its 2011 reporthi®s WTO*, the Government of Zimbabwe
advised that macroeconomic stability and effectsasfctions forced the country to adopt an
inward-looking development strategy whose policesy have been inconsistent with the
country’s commitments to the multilateral tradingstem. The policies are said to have
affected inflows of foreign currency into the ecanoto fund essential import requirements
such as raw materials for industry, grain, fuel atettricity. Following the introduction of
the multi-currency system in 2009, Zimbabwe adopedoutward-oriented development
strategy characterized by liberalisation of exclgangntrols on imports and exports in line
with SADC’s Protocol on Exchange Controls (RBZ, 201This strategy was meant to
promote exports and attract capital account inflawd FDI. The central bank has indicated
in its 2015 Monetary Policy Statement that it iscemsary for Zimbabwe to liberalise
exchange controls further.

Most of Zimbabwe’s imports and exports are undex @pen General Import/Exports
Licence (OGIL/OGEL) scheme and as such do not reglicences. However, certain
controlled products require import/export licenasd/or permits through the Control of
Goods Act administered by the Ministries of Indystnd Commerce, Agriculture and Health
for various reasons including the need to complihv@anitary and Phyto-Sanitary (SPS)
regulations (human, animal and plant health) and statistical purposes (NTP, 2012).
Zimbabwe'’s tariff policy and system is to some extguided by the country’s commitments
under the multilateral trading system of the WT@d also its regional and bilateral trading

arrangements in which the country is party to. apelied import tariffs consist of seven

Y“Available at: https://www.wto.org/english/tratoptpe/ e/tp352_e.htm
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bands namely; 0%, 5%, 10%, 15%, 20%, 25% and 40% (QWntegrated Database
Notifications)°>. Raw materials and capital goods have lower duitiésrmediate goods have
moderate duties and final goods have relatively ldgty rates. Other taxes (Value Added
Tax and Surtax) are charged in some instances anerabove the normal customs duties.
The tariffs have, however, been reviewed on adibags in recent years to protect local
industry from cheap imports as acknowledged inNfi®, and also to improve on supply of
commodities on the local market in instances oftsiges. The Industrial Development Policy
(2012-2016) confirms that Zimbabwe’s tariff systé&minfluenced by sector specific needs
and imperatives. As such, due to import surgesnduthe period of the multi-currency
system, the government has been under pressure ifmdostrialists to put in place
protectionist measures through higher tariffs oaaghimports. The justification for this has
been to address competitiveness challenges underirtfant industry’ argument. But
concerns have been raised at regional level athémthe local manufacturers will graduate
from being ‘infant’ and what steps are being tateaddress the competitiveness challenges?
Tariffs have also been increased on ad-hoc basese#ated by the need to generate revenue

for the fiscus.

Exports of essential goods that could be in shapply in the country such as fertilizers,
cement, seed maize, maize among others are pmhiilnitsome instances. There have been
attempts to impose export taxes on exports of scamae commodities such as chrome,
platinum and hides to allow value addition and fieraion but incapacity to add value has
seen the taxes being reviewed time and again. Eatpmr of scrap metal is restricted to allow
local foundries to reprocess the metals. The NTWsad that export taxes will be introduced
on commodities where value addition options arditgavailable.

2.4 TRADE PERFORMANCE

As earlier noted, international trade has contaduto Zimbabwe’s economic growth
performance over the years through exports, theommsgurce of foreign currency. The
country’s trade with the rest of the world steaditgreased in the country’s favour since
1980 (when the country attained independence) timilearly 1990s. Agriculture exports
have traditionally been the lead sector given sjiosickward and forward linkages with other

sectors of the economy. According to statisticenftdNCTAD Trade Database, Zimbabwe’s

15 Available at: http://tariffdata.wto.org/TariffListsp
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exports to the rest of the world peaked at US$#IB in 1996 while imports reached a
peak then of US$2.65 billion in 1997. The tradefgrenance started deteriorating from 2000
until 2008 with exports tumbling to an all-time la# US$1.5 billion in 2008 during the peak
of hyper-inflation, while imports increased to USBillion. Figure 2.1 below shows

Zimbabwe’s trade performance from 1995 to 2013.

Figure 2.1: Zimbabwe Trade Performance (1995-2013US$)

Zimbabwe Trade Performance (1995-2013)
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Source: Author from UNCTAD Trade Data

The WTO (2011% flagged Zimbabwe’s persistent trade deficits sirk®1 which,
surprisingly continued to balloon after dollarisatiin 2009. As identified by Munoz (2006)
in her study on Zimbabwe's export performance pestr 2000, exchange controls and
exchange rate misalignments gave rise to over-tialuaf the Zimbabwe dollar and a high
parallel market exchange rate premium. Between 2849 2013 Zimbabwe’s total trade
flows with major trading partners increased largifiyen by exponential growth in imports
albeit poor export performance. While dollarisatibas generally been suggested as an
important policy for emerging economies or econ@meserious macroeconomic instability,
the policy was expected to boost trade flows arefepably in Zimbabwe’s favour since
2009. However, the country has experienced pooorexgerformance and a surge in imports

resulting in an unsustainable current account defic

8 World Trade Organisation Secretariat Report ontizibwe Trade Policy Review (2011),
https://www.wto.org/english/tratop_e/tpr_e/tp35htm
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Pierola, et al (2014 raised concern that despite Zimbabwe’s abundantalaesource base,
high levels of literacy and the country’s strategegional location in Southern Africa, the
country’s export performance since the 90s, fdilsrisof its potential to stimulate economic
growth. It is observed that dollarisation actuglhpmoted imports given the limited foreign
exchange rate risk. On the other hand, local preduwere discouraged to export as they
found it rather much more profitable to trade oa dlomestic market than exporting to other
countries wherein they would incur extra costs eissed with transportation, exchange rate

risk, and competition.

In comparison with other regional countries, Muri@@06), shows that Zimbabwe’s export
performance in the 1990s was above most Africamicis’ averages. During the period of
dollarisation, Zimbabwe’s export performance hagrbevertaken by countries such as
Zambia, Botswana and Tanzania which used to exgsstthan one third of what Zimbabwe
exported before in value terms. For instance, agmied by Pierola, et al (2014), Zambia is
of late exporting twice as much the size of Zimbatsnexports. Figure 2.2 below gives a
reflection of Zimbabwe’s export performance in terof growth in comparison with other

countries in the region.

Figure 2.2: Comparison of Export Performance in theSADC Region
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" World Bank Country Report on Zimbabwe Trade andh@etitiveness, Seminar Version, March 2014
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Figure 2.3: Comparison of Total Trade Performancen the SADC Region
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In terms of the direction of trade flows, the EUigthused to be the top traditional trading
partner of Zimbabwe for both imports and exportsoanting for two-thirds of total trade,
has since been overtaken by South Africa and Cloauth Africa is now Zimbabwe’s
largest trading partner. China has increasinglyobecr a significant trading partner of
Zimbabwe in recent years. The CZI Manufacturing t@e&urvey for 2014 reflects that
Zimbabwe’s manufacturing sector is facing 40% catitipa from South Africa, and Zambia
has also been making in-roads into Zimbabwe’s mafker manufactured goods, the CZI
survey highlights that Zambia remains the counttgading export destination. Figures 2.4
and 2.5 below give a snapshot of the directionsdrades of Zimbabwe’s total exports to, and

imports from major trading partners in selectedryef995, 2001, 2008 and 2013.
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Figure 2.4: Zimbabwe’s Major Export Destinations (1995-2013)
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Figure 2.5: Zimbabwe’s Major Import Sources (1995-P13)
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As reflected above, Zimbabwe’s trade has been cdrated on traditional partners although
the shares have significantly changed. It is inmgurto note that Zimbabwe-US trade has
been insignificant despite dollarisation of thersmmy in year 2009. In terms of Zimbabwe’s
export performance by sector, the mining sector b@sn leading the pace since 2009
accounting for, on average, 51% of national exgannings. Minerals such as diamonds,
platinum and gold have been the major exports. Mirexports have, however, been affected
of late by the general global decline in commogitices on the international market and this
has had a negative effect on Zimbabwe's fiscalmaee (MOFED, 20185, Table 2.3 below

shows the mining sector export performance from920Q014.

Table 2.3: Zimbabwe’s Mineral & Total Export Earnin gs (US$ Millions)

Year 2009 2010 2011 2012 2013 2014 Average
Share

Mineral Exports 659.5 1,569/81,226.8| 2,189.12,055.8| 1,905.5

Total Exports 1,613.3 3,243|A4,416.3| 3,808.23,694.2| 3,621.3

Mineral Exports as 41% 48% 48% 57% 56% 53% 51%
%ge of Total

Exports

Source: Reserve Bank of Zimbabwe, Monetary Polieyeghent, January 2015

The agricultural sector trailed behind the miniegter with the manufacturing and services
sectors performing poorly in terms of exports despghe economic rebound. In the
agricultural sector, tobacco contributed signifitato GDP and in terms of export earnings.
Overall, in 2014, agriculture contributed 21%, mi@cturing (13%) and services (11%) to
total export earnings (MOFED, 2015). Figure 2.6o0belshows the country’s export

performance by sector from 1993 to 2012.

18 National Budget Statement 2015 available at: wimtrzasury.gov.zw/203-2015-national-budget
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Figure 2.6: Zimbabwe Export Perform

ance by Sector1993-2012)
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The above trends show, as concluded by the Pieeblal (2014) that Zimbabwe’s trade

engine has been firing on one of the four cylindkreng the multi-currency system. Figure

2.7 below also speaks to this conclusion showirgy plerformance of the four sectors,

agriculture, mining, manufacturing and servicesteirms of export growth during the period

1993 to 2012.

Figure 2.7: Zimbabwe Export Performance by Sector993-2012)
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On the import side of the trade equation, Zimbalhags been a net importer of goods since
the year 2002 and this scenario even worsenedgltirenperiod of dollarisation. The country
continued to absorb more imports against poor éxpenformance. The country’s portfolio
structure of imports has been significantly chaggimom capital goods to more of
intermediate and consumption goods. Traditionahyermediate and capital goods which
comprised of raw materials and machinery and eqgeijiraccounted for the bulk (more than
60%) of the country’s imports well ahead of constimmpgoods. However, since 2009 when
the country adopted the multi-currency system cthentry’s merchandise imports (excluding
fuel, electricity and services), accounted for agpnately 60% of the country’s import bill
(MOFED, 2014).

The National Trade Policy (2012-2016) confirms thia¢ manufactured imports surged
during the past decade owing to supply-side chgéierof local industry. This explains why
the country has continued to experience perennglet deficits. The RBZ, in its 2015
Monetary Policy Statement, confirmed that the coubntinues to absorb more imports
than exports. The latest trade figures show thatridde deficit however decreased by 14 %
from US$3.9 billion in 2013 to US$3.3 billion in 28 due to fall in international oil prices.
Chief among the causes of the sustained tradeitdefiave been cited as subdued export
performance, and competitiveness challenges dhighocosts of production and capital. The
current exchange rate developments between thedl& @nd the South African rand are
beyond Zimbabwe’s control since the economy isailisiéd. The strengthening of the US
dollar has made imports into Zimbabwe cheaper atlteasame time the country’s exports to

the rest of the world expensive.
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3 CHAPTER 3: LITERATURE REVIEW
3.1 INTRODUCTION

Zimbabwe’s experience with dollarisation and slsggirade performance as outlined in the
preceding chapter forms the basis of this chaptkiclw makes effort to review both
theoretical and empirical literature on the mongetaolicy of dollarisation and its impact on
trade and other economic growth variables. The fiest of the theoretical literature review
focuses on theoretical underpinnings of dollarsatiexperiences of other countries and its
connection with trade. The second part focusseshentheoretical underpinnings of the
Gravity Model of Trade Analysis which has been Wwydesed to explain bilateral trade flows
in the dollarisation/currency union and trade nexiifie empirical literature review section
reviews a number of studies by some renowned resel@ on the subject of
dollarisation/currency union impact on trade makusg of the Gravity Model.

3.2 THEORETICAL LITERATURE REVIEW ON DOLLARISATION
3.2.1 DOLLARISATION DEFINED

Dollarisation has generally been defined as an lagtpne country, of adopting another
country’s currency with a view to get rid of exclganrate problems and hyper-inflation.
Investopedia dictionary defines dollarisation asitaation when a country uses foreign
country’s currency as legal tender, officially onafficially, in their transactions mainly
because of the stability of the currency relatigetite domestic currency. In other words,
Chigumira, et al (2009), define dollarisation as #tt of substituting a domestic currency for
a foreign currency basically to fulfil the main ftions of money, namely; store of value
better known as asset substitution, medium of exgph&®etter known as currency substitution
and unit of account. Rivera (2007) highlights thatder currency substitution, foreign
currency is used to make transaction payments;ruasget substitution economic agents
decide to hold their financial assets and lialeitin foreign currency; and under the unit of
account prices and wages are indexed to the vélioeeign currency. Other researchers such
as Benoni & Lindahl (2014) view dollarisation froam exchange rate regime perspective
where they regard it as an extreme hard peg tfditasacterised by compete abandonment of
a national currency. This perspective was alsoidensd by Cukierman, etal (1992), who

regarded dollarisation as a fixed exchange rat&@ooption to stabilise inflation.
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From literature, dollarisation has come in two m&mms namely, full dollarisation or
official dollarisation and partial dollarisation anofficial dollarisation. Official dollarisation
has sometimes been referred talaguredollarisation while unofficial dollarisation hagdn
referred to de facto dollarisation. Berg & Borensztein (2000) noted tthaith full
dollarisation, a country completely abandons itsndstic currency and officially adopts
another country’s stronger currency as part ofrittmetary policy and this can be with or
without formal agreement with the country whoseency is adopted.

On the other hand, with partial dollarisation amoy can allow foreign currency to circulate
in the economy alongside the domestic currencyestiip exchange controls. Economic
players can also informally transact in foreignreacy in some countries that restrict foreign
currency. As indicated by Quispe-Agnoli & Whisl@006) such kind of informal partial or

de factodollarisation usually takes place when economiggiahave lost confidence in their
own national currency and opt to keep their monelgdihgs in foreign currency, and the
monetary authorities may actually not know the amtaif foreign currency in circulation in

the economy

Whichever form dollarisation may come in, full carpal, the move can be unilateral, i.e.
without formal agreement with the country whoserency is adopted, as has been the case
with Zimbabwe; or with formal agreement. Negotiagofor a bilateral agreement on
dollarisation are usually centred on modalitieslodiring seigniorage revenue and accessing
the discount window to control money supply and dedar Curutchet (2001) raises an
important advantage of a formal agreement on dsdton as increased credibility of the
policy and as a result it will have a more permardaracter than unilateral dollarisation. In
the case of Zimbabwe, formal agreement would hasantthat the country was to first enter
into a series of lengthy bilateral negotiationshw#ach of the countries whose currencies
were to be adopted and this could have worsenedetio@omic situation and delayed

economic recovery.
It is important to note that dollarisation is ngd@licy that a country can just decide overnight

for the sake of it but is usually considered ima&itons where a country is faced with serious

macroeconomic instability. It is usually regardedaasolution of last resort. Bourguinat &
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Dohni (2002) as read in Minda (2005), viewed thepdn of a foreign currency by a

country as acknowledgement of failure and credibitiss on domestic economic policies.

Currency unions have also been referred to as anfiim of dollarisation wherein countries
agree to use a common currency under a regiorggration setting to facilitate trade and
monetary integration. This kind of arrangement ahow member countries to also use their
own currencies alongside the common currency agaeed fixed exchange rate. Common
monetary integration has been found to promote faaditate intra-regional trade and
investment because of the eliminated exchangerisite Examples of common monetary
unions include the Common Monetary Area (CMA) baew&outh Africa, Lesotho, Namibia
and Swaziland; the CEMAC and WAEMU CFA-zone of Cahand West Africa, the EMU
of the European Union and the Eastern Caribbeare@cy Union (ECCU).

The term dollarisation has, thus generally beenl tganean adopting any of the strong and
stable foreign currencies other than just the U8abosuch as the Euro (euroisation), the
Australian dollar or the South African rand (ramdien) depending on a country’s

preferences.

3.2.2 BENEFITS AND COSTS OF DOLLARISATION

A number of researchers have explored some dda@taisexperiences and identified benefits
and costs with a view to weigh-in whether dollaia does more good than harm to an
economy and the country at large. This has beemstgthe background that decision to
dollarise should be considered seriously on itssequences since it does not just perform an
economic function but has also socio-political irctpan a country’s standing by virtue of
having abandoned its national currency, a policyctwimay be very difficult to reverse
(Minda, 2005). It is also important to note thae tmagnitude of benefits and costs of
dollarisation usually cannot be the same for alluntdes because of different
idiosyncrasies/peculiarities and relations with ttwntries whose currencies are adopted
(Curutchet, 2001). Generally the main benefitsalfagisation identified so far have revolved
around transaction costs reduction and exchangestability, and the costs have revolved

around loss of monetary policy independence.
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1) Stability on Inflation and Interest Rates

The inflation rate of a country that adopts a fgnecurrency is bound to go down at least to
the level of inflation in the anchor currency caynand the same applies to interest rates.
There is usually convergence of the domestic iioitatowards global inflation even without
major policy interventions besides dollarisatioedRced inflation and stable prices will have
influence on domestic interest rates on the monagket and this can be an incentive for a
better environment for business and investmenb@@ac& Lonnberg, 2010). Chigumira, et al
(2009) assert that an inflation rate that is ind&an with the inflation rate of an anchor
country enforces fiscal discipline since a counwguld be incapacitated to finance

inflationary deficits.

2) Exchange Rate Stability Benefits

As indicated earlier on, dollarisation has beemtbto be a form of pegged exchange rate
regime wherein the exchange rate is anchored tedibte currency. As such, currency risk
is completely eliminated between the two counthas not necessarily with other countries
outside the dollarisation arrangement. As noteddgome & Lonnberg (2010), elimination
of currency risk leads to stable prices and reducin interest rates in the domestic market
and this again is good for business, in partictdade and investment. In addition, Quispe-
Agnoli & Whisler (2006) give credit to full dollasation for being a credible economic policy
that helps to prevent currency and balance of pasnerises due to its irreversibility by
virtue of it being equivalent to pegging the donwesturrency to a strong anchor currency.
While lower transaction costs associated with thehange rate have been found to promote
bilateral trade and investment, the latter mayhagipen in cases of limited commercial and
financial integration between the countries duettwer factors such as barriers to trade and

investment barriers (Curutchet, (2001).

3) Loss of Monetary Policy Space

Dollarisation has been rightly equated to surreinderor delegating monetary policy
independence to the monetary authority of the eguwhose currency is adopted. Since
inflation and interest rate trends are bound tm¥okrends in the anchor currency country the

dollarised country is incapacitated to use monetaojicy instruments to stabilise its
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economy on its own through such facilities as #wder-of-last-resort support to troubled
banks (Benoni & Lindahl, 2014; Quispe-Agnoli & Vghar, 2006; Chang & Velasco; 2002).
This means that the country will be incapacitatedwilly-nilly make use of seigniorage
revenues, if it has access to it, to finance fisiedicits such that fiscal space is constrained to

stabilise the economy in times of crises.
4) Irreversibility and Socio-Political Costs

Indications are that there is high probability méversibility of dollarisation once it has been
put in place. Reinhart et al (2003) indicated #mainomic agents remain addicted to dollars
even after the economy has stabilised and whefathers that caused the dollarisation in the
first place are no longer there. The de-dollarisagrocess is believed to be very costly and
protracted if it can ever happen. On the sociotjgali front, dollarisation has been found to
have a negative impact on the poor. It has beeicatet] that dollarisation leads to unequal
distribution of wealth between the rich and the rpdbthe rounding up of prices due to
problems of change and confusion on money convetsas been cited as costs (Towers &
Borzutzky, 2004). The other concern raised by Min@805) regarding the costs of
dollarisation is about loss of national identitysesiated with abandoning own national
currency in favour of a foreign currency. He seentedindicate that national identity

supersedes any potential economic benefit.

3.2.3 COUNTRY EXPERIENCES WITH DOLLARISATION

According to the IMF's Annual Report on Exchangerahigements and Exchange
Restrictions for 2014, there are currently thirtg@8) countries in the world (who are
members of IMF) that are fully dollarised with nepsrate legal tender. Of these, nine (9) use
the US dollar as the anchor currency and thes&euwador (since 2000), El Salvador (2001),
Marshall Islands (1944), Micronesia (1944), Pala@4d), Panama (1904) Timor Leste
(East Timor) (2000) and Zimbabwe (2009). Kosovantiénegro and San Marino have the
euro as their anchor currency, while Kiribati anavalu use the Australian dollar. Among
these countries, Zimbabwe excluded, Ecuador an8altlador are the only slightly bigger

countries by population which stand at 13.1 millaowd 6.5 million people respectively. The

1% The Panama Balboa coins co-exist with the US dolla
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rest of the countries are very small, the leastdg&larshal Islands and Palau with 61,000 and
19,000 people respectively of which to assessripact of dollarisation on trade on these

countries can be very difficult (Minda, 2005).

After experiencing high rates of inflation in th@9Ds and financial crises that affected the
banking sector, Ecuador dollarised its economy amudry 2000. Before the official
dollarisation, de facto dollarisation was alreadkitig place accounting for at least 50% of
bank deposits. It is reported that dollarisatiofcauador managed to boost its exports but on
the inflation front it took the country more thawuf years to bring the domestic inflation to
convergence with the inflation rate of the ancharrency country, the US (Jacome &
Lonnberg, 2010).

Following the footsteps of Ecuador, El Salvadorpdd the US dollar as its legal tender in
2001. It is however noted that unlike Ecuador, &lv&dor dollarised its economy in order to
lower interest rates so as to be able to enhamsegi@s of structural reforms that the country
had put in place to support economic stability. pbécy was also intended to attract foreign
direct investment and lower transaction costs stw ggomote trade and facilitate economic
growth. Quispe-Agnoli & Whisler (2006) noted thaetinflation rate level in El Salvador
was very low and stable unlike in Ecuador and tbenemy was much stable to warrant
dollarisation. The duo indicates that the resuftglalarisation in El Salvador’'s were quite
positive as the economy managed to stabilise apdrence growth with diversified exports

increasing.

In Africa, most countries are engaged in partialladisation, where foreign currencies
circulate alongside national currencies eithercadfly or unofficially. The only country that
fully officially dollarised in Africa in the new miennium is Zimbabwe. Some countries are
members to regional currency unions and includettSédrica, Swaziland, Lesotho and
Namibia, who are members to the Common MonetargA&MA) and are using the South
African rand as anchor currency. The other cousitregirrencies are allowed to circulate
alongside and at par with the rand. In West andtr@eifrica there is the CFA-zone
monetary union composed of two regional integragooupings, namely, the West African
Economic and Monetary Union (WAEMU) and the Econom@nd Monetary Community of
Central Africa (CEMAC). The CFA-zone uses CFA fravuch is pegged to the euro.
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Most African countries outside currency unionsemgaged in one way or the other in partial
dollarisation or currency substitution and notabteintries include Angola, Mozambique,
Zambia, Liberia and Tanzania, which have highaosabf dollarisation in excess of 25%. In
Tanzania for example, there is high prevalenceimdnicial dollarisation as observed by
Kessy (2011) who found that the share of the cgismtsank deposits denominated in US
dollars was higher than in other countries in tlastEAfrican Community including Kenya.

Tanzania’s policy of opening up to FDI, export otegion, liberalisation of foreign exchange
controls has been observed to be behind the casirtirgh levels of partial dollarisation

(Kessy, 2011)

3.3 THEORETICAL LITERATURE REVIEW ON THE GRAVITY M  ODEL

This section attempts to give theoretical underipige of gravity model as it relates to

measuring the impact of dollarisation on trade ditir@nal trade theories are reviewed briefly
in terms of their theoretical foundations in explag why countries trade and thereafter the
gravity model of trade analysis which has foundfawvith researchers and policy makers in
trying to measure the extent of the impact varipoicy measures on trade. The gravity
model has been dubbed the ‘workhorse’ of intermafidrade analysis because of its strong
empirical predictive power, and has been used ektely to analyse the impact of

dollarisation on trade performance. The theoreti@akground and evaluation of the gravity
model is connected with the empirical literatureiews of the next section on the impact of

dollarisation on trade flows.

3.3.1 Classical Trade Theories

A number of trade theories have been put forwardufostantiate why countries engage in
trade and the two main one are David Ricardo’s rthed comparative advantage and
Heckscher-Ohlin’s theory of factor-proportions. &mo's theory of comparative advantage
asserts that countries trade internationally bexafiglifferences in the productivity of labor.

It is suggested that because of technologicalrdiffees (differences in the techniques used to
turn inputs into outputs), and assuming a singtéofaof production (labour), constant labour
productivity and perfect competition, countries Wwbgain from trade by specialising in
producing goods in which they have comparative athge in and trade for the activities in

which they have comparative disadvantage in (Krugg&®bstfeld, 2003).
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While the Ricardian model assumed comparative adgancould arise only because of
international differences in labor productivity,oeomists Eli Heckscher and Bertil Ohlin
followed and built on Ricardo’s theory to highligiiat comparative advantage is influenced
by the interaction between countries’ resourceg (tlative abundance of factors of
production) and the technology of production whinfluences the relative intensityith
which different factors of production are usedhe production of different goods (Krugman
& Obstfeld, 2003). This theory implied that diffaces in countries’ relative endowments in
the factors of production such as labour, landjtahand natural resources are the main
reasons why countries trade, and countries wouddiajise in producing goods in which they
have abundant factors of production or speciahgeroducing goods which they can do best
for export and import those goods with which they kot have abundant factors of

production and therefore cannot do best.

These main classical trade theories have not belenta justify all observed trade patterns
especially of developed or industrialised countigsch do not differ substantially in their

technologies or their factor endowments, and digoelxistence of intra-industry trade. The
models have also been found wanting in terms ahg¢gknto account aspects of income
differences, economies of scale as well as trad&amsaction costs which in reality do
influence trade or affect trade patterns (WTO&UNOXA2012). These short-comings,
among others, led to the emergence of new tradeigsesuch as Linder's 1961 hypothesis
on existence of intra-industry trade between caoesitwith similar factor endowments and
other theories by Krugman (1980) on existence ohopolistic competition and Chaney
(2008) and Helpman et at (2008) on existence oérbgeneous firms and selection into
markets. For purposes of this study, detailed attens paid on the gravity model including

evaluating its theoretical underpinnings.

3.3.2 The Gravity Model of Trade Analysis

The Gravity Model on international trade was depelb following Isaac Newton’s 1687
theory on the ‘force of gravity’ or ‘law of univeakgravitation’ which postulated that any
object in the universe attracts any other body vatHorce whose intensity is directly
proportional to the product of their mass and isebr proportional to the square of their
distance (Mele & Baistrocchi, 2012). In trade floanalysis, the gravity model got

prominence following the seminal work of Jan Tirdgesr in 1962 who postulated that the
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flow of trade between two countries is proportiotal the size of the two countries'
economies measured by the respective Gross Domiesbiducts (GDPs), and inversely
proportional to the distance between them (the ¢auantries). This implies that the volume
of trade of larger countries tends to be propodilgnmore than is the case with smaller
economies, and also that the greater the distaateebn countries (trading partners) the

lesser trade is conducted between them becausadef costs associated with distance.

The Gravity Model has gained popularity and muchotat ahead of the classical trade
models such as the Ricardian and Heckscher-Ohlinleldobecause of its ability to be
modelled empirically both ex-post and ex-ante toduwt analysis of effects of trade policies
such as the effect of regional trade agreementsrins of trade creation and trade diversion
(WTO&UNCTAD, 2012). While the classical trade maosldthe Heckscher-Ohlin and the
Ricardian models) are somewhat silent on the asyecade costs, as well as the size of the
country's economy to explain trade patterns, th&ityr model has been credited for its ability
to comfortably capture trade-enhancing and trad@&ioting factors in explaining bilateral
trade flows through distance and economic sizeipsofVTO&UNCTAD, 2012). A number
of variables have been used in the gravity modehjuiure bilateral trade costs (Anderson &
van Wincoop, 2003)

3.3.3 Specification of the Gravity Model

The theoretical Gravity Model that explains traldevk is specified as follows, in its standard

form;

Where;

F = Trade flows between countrieandj measured by trade flows from country of origin
to destination country(exports) or vice versa (imports);

M = Size of the economies of countrieandj as measured by their GDPs;

D = Distance between countrieandj measured by the distance between the capitaleof t
two countries and represents trade costs or bsfineentives to trade; and;

G= Constant.
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To estimate the gravity model the natural logarghohall the variables are considered except
for dummy variables in order to establish a logéinequation which can be estimated using
the Ordinary Least Squares (OLS) regression methodhis case, the natural logarithm of

the value of trade between two countries is rel&tatie natural logarithm of their respective

GDPs and other variables representing barriersoanidtentives to trade between them.
Under the gravity model, the estimated parameterthe log-linear equation come out as
elasticities but not for dummy variables. Elastsstwill thus measure the extent of the
relationship between the independent variables (GDiBtances and others) and the
dependant variables (total trade, total exportstatad imports). The elasticities will give an

indication of the variation in trade in percentagems (or exports/imports) resulting from a 1
per cent change (increase or decrease) in eaclmeofindependent variables, GDP for

example.

In the case of measuring the effect of dollarisatim exports between two countries, the

specification of the gravity model in the log-limdarmat would thus appear as follows;

|Og le =Cc+ bl |Og GDF: + b2 |Og GDPJ - b3 |Og le + e” Where;

log Tij :Iog(Distij )

X, = exports from country i to country j;

GDP =  each country’s gross domestic product;

I, = trade costs/ barriers and/or incentives betwbe two countries;

Dist, =  geographical distance between the two counaresalso acts as proxy for

other trade costs;
§ = random error term

= regression constant

= coefficients to be estimated

In the context of the impact of dollarisation orade, the gravity model has been
extensively used mainly in the context of the imiggcommon currency unions (a form of
dollarisation) on bilateral trade between counttlest use common currency as is detailed

in the next section on empirical literature review.
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3.3.1 Theoretical Underpinnings of the Gravity Moe:|

The gravity model got prominence based on empirgcadlysis without any theoretical
underpinnings. The model’s theoretical foundatiaese only developed after the works of
Tinbergen (1962), Poyhonen (1963) and Linnemann6@L9f which the model’s
predictive power to explain trade flows prompted Hearch for a theoretical explanation
for it (WTO&UNCTAD, 2012). Anderson & van WincooR@03) assert that the model’s
lack of theoretical foundation, then, in a way coampised its credibility as it introduced
some degree of subjectivity in interpreting estedatresults. According to Deardorff,
(1998), a number of academics including those hiadtearlier criticised the model for not
having theoretical basis, have contributed to neetbpment of theoretical foundations of
the gravity model from a range of trade theoriesdérson (1979) is regarded as the first to
offer theoretical foundation of the model assumpgngduct differentiation by country of
origin (the Armington assumption) and constant tedag of substitution (CES)
expenditures where consumers have preferencesedefiver all differentiated products
(WTO&UNCTAD, 2012). So with whatever the price, auatry is assumed to consume
some of every good from every country, all goodsidpéraded, all countries trading and in
equilibrium, national income becomes the sum of @@md foreign demand for the unique
good that each country produces and for this redsoger countries import and export
more (WTO&UNCTAD, 2012).

In 1995, Deardorff was able to obtain a gravitadiogguation theory for international trade
through the use of Hecksher-Ohlin's neoclassicaldehoor the traditional factor-
proportions explanation of trade (Mele & Baistrog@012). Deardorff (1998) asserts that
Hecksher-Ohlin model (and other models based salaelycomparative advantage and
perfect competition) is examined only for its ingaliions on trade flows without
impediments of which there should be no reasotrémle to be small but to be larger. This,
he says, would fall naturally into a gravity-eqoaticonfiguration, in a frictionless form

without a role for distance, assuming producersam$umers are indifferent.

According to Anderson (2010), the Eaton-Kortum md@602) derived the gravity model
from the Ricardian model from the supply side whilederson and van Wincoop (2003)

derived the gravity model from the Armington-Comst&lasticity of Substitution model
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which was earlier developed by Anderson (1979) witiphasis on the importance of the
general equilibrium effects of trade costs. Helpnenal. (2008) and Chaney (2008)
obtained the gravity model from a theoretical manfahternational trade in differentiated
goods with firm heterogeneity, where firms faceetixand variable costs of exporting such
that they vary productivity and only the more praike firms will find it profitable to
export (WTO&UNCTAD, 2012)

3.4 EMPIRICAL LITERATURE REVIEW

The trade-dollarisation connection briefly explainge the preceding section directs this
study into reviewing empirical literature to unpatite impact of dollarisation on trade
between countries that use the same currency. Abauraf empirical studies have been
conducted in this regard and the results have gage interesting with some finding positive
impact while others finding otherwise. There haewéver, been general and common
finding that dollarisation indeed has a positivéeetf on inflation as noted by Edwards &
Magendzo (2004).

One of the internationally acclaimed academicgudysthe effect of a common currency on
trade flows is Andrew Rose (2000) who found largel atatistically significant effect on
bilateral trade between countries within the sameenicy union. Rose estimated this effect
using data of a large number of countries for aopleof 20 years from 1970 and 1990. His
finding was that bilateral trade between counttieg shared the same currency was higher
than between countries with their own individuatrencies. Using the gravity model the
currency union dummy coefficient was positive atatistically significant with its natural
logarithm value at least 1.2 implying that bilaterade would increase by 300%, i.é:%e
ceteris paribus

Glick & Rose (2001) went on to estimate the effefgobining a currency union on trade on a
number of countries using a dataset for the peti@B to 1997. A number of the countries
that were included in the dataset had actually dtat of currency unions and thereafter
experienced declines in trade flows. Using an audeck gravity model and a number of
different panel techniques, the study again fouomhemically and statistically significant

effect on trade for pairs of countries that wergyp# a currency union. The actual result was

a 100% increase in trade and this was consistetht twe results of Rose (2000) although
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slightly less. Frankel & Rose (2002) looked atithpact of a common currency on trade and
per capita income on cross-section data of selexadtries for the period 1970 to 1990 at
intervals of five years. They found positive resutir both trade and per capita income, with
trade found to increase at least three times asuwtrof the common currency. The positive
impact on per capita income was found to be asultref the increase in trade. The result on

trade was also consistent with Rose (2000)’s figdin

Rose and co-authors’ results have been questiamedeing too high and this prompted
Nitsch (2002) to revisit Rose and co-authors’ dataorrecting for mistakes and estimating
the model. The result was that currency unionsicarease trade by doubling it not tripping
it as found by the former. Thereafter, Rose (20f)ied out a meta-analysis on thirty four
studies that estimated the effect of common curesnon trade and his findings were that
currency unions increase trade by between 30% @f@ 8ut the bottom line has been that

dollarisation promotes trade.

Following the studies of Rose (2000), Rose & GIl{@k01) and Frenkel & Rose (2002),
Klein (2002) carried a similar study using the sagrevity model to find the trade-enhancing
effects of common currency on six countries of\Western Hemisphere that dollarised their
economies. Klein’s data was obtained from Glick &sR (2001) dataset. Contrariwise, Klein
(2002) found that a currency union did not sigwifity promote trade between the Western
Hemisphere countries and neither did it promotatéibl trade with the country whose
currency was being used. In light of the contrasuits of Klein (2002), Lin and Ye (2007),
made a revisit to Klein's study and using Glick &4 (2001) data they re-evaluated the
dollarisation treatment effects on trade. Usinqadzt165 countries between 1948 and 1997,
Lin & Ye (2007) found statistically significant elénce that dollarisation significantly
increases US trade with dollarised countries asd pfomotes trade between countries that
use the same currency (the US dollar) thereforegestong substantial trade-enhancing
effects.

Another study of interest, not necessarily relatedhe above studies was on El Salvador,
which was done by Rivera (2007). As highlightedliearon in the literature review, El

Salvador dollarised in 2001 to consolidate its maconomic stability. The study by Rivera
(2007) on the impact of dollarisation on the coyntiith regards to its bilateral trade post

dollarisation found statistically significant pogé effect of dollarisation on bilateral trade
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flows between El Salvador and its thirteen traddagtners. The gravity model was used in
this study. Related to El Salvador, Benoni & LindgB014) studied the impact of

dollarisation on two countries, Ecuador and El &dbr, on trade and on three other
important economic variables namely; inflation,ensst rates, GDP growth. The duo also
used the gravity model of international trade, &mdhe contrary they found no significant
effect of dollarisation on trade. The coefficiemttloe dollarisation dummy variable was very
small and actually became smaller and smaller updasion of additional control variables.

On inflation, they found statistically significapositive impact. On GDP, the duo concluded
that dollarisation does not directly increase growtt has an indirect influence through

lower inflation and interest rates.

For the Eurozone, llirjani (2005) carried out adstwn the effect of ‘Euroisation’ or joining
the euro currency area on trade and growth foetBwrope’s Western Balkans countries of
Albania, Macedonia and Serbia. These countries wensidering joining the Eurozone to
speed up economic growth through trade. The stusbd uhe gravity model on three
equations namely the Poisson maximum likelihoodraggion model, the ordinary least
square model, and the coefficient of a meta stdd30andependent studies on this subject.
With the Poisson maximum likelihood regression nidaefound trade between Albania and
the Eurozone to increase by 11% and for SerbiaMexckdonia, total trade was expected to
increase by 5% and 5.5% respectively. On GDP, tfeetewas very small on all the three
countries at less than 2% (1.5% increase for Abaamd Macedonia and less that 1% for
Serbia). Surprisingly, llirjani (2005) results fitre three countries were in deep contrast with
Rose (2000) findings on the effect of adoptingEueo by the same countries. Rose predicted
that Albania’s trade would actually increase by @1and real GDP by 83%, for Serbia trade
was expected to increase 100% and GDP by 18%; wirillacedonia trade was expected to
increase by 110% with GDP expected to increasel8%. 3he two findings, although they
varied significantly, they pointed to the same dosion that currency unions promote trade
and GDP.

The financial services sector is important in fgaing trade and investment and the policy
of dollarisation can actually impact on the perfanoe of the sector as has been the case in
Zimbabwe. A study focussing on the dollarisatiombperformance connection was done by
Quispe-Agnoli & Whisler (2006) who tried to find iowhether dollarisation had an effect on

the performance of Ecuador and El Salvador's banldactors. They used the multiple
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regression equation on panel data for all Ecuaddred Salvador banks for the period 1995-
2004, and found statistically significant evidernibat dollarisation had a positive impact on
the two countries’ bank performances. This meaas tthe improved bank performance due
to dollarisation can enable banks to mobilise fanianresources and on-lend at affordable

interest rates and for reasonable tenure, of wihishcan help promote trade in a way.

3.5 CONCLUSION

It is clear from the empirical studies conducteat the findings on the impact of dollarisation
or currency unions on trade have been mixed arsnme cases contradictory or ambiguous
for different studies undertaken on same countugisag somehow same data. The mixed
results have been attributed by some researchemnstttodologies used in modelling and also
in some cases to lack of data for some countrgssiel has been taken with regards to the
number of countries included in some of the studgesery small to bring about dependable
and unbiased results. Despite the mixed resulth, the theoretical and empirical literature
review generally point to the conclusion that conoye unions or dollarisation can positively

impact on trade.

On the costs and benefits of dollarisation, therditure review of this study can safely
conclude that the benefits actually outweigh thetoNot only has dollarisation been found
to improve on trade performance but also has pesithpact on other economic variables
including inflation, interest rates and exchange nahich all facilitate economic growth
through trade and investment. The cost relatedds of monetary independence and national
identity can be a cause of much concern to thosetdes that embark on dollarisation just
for the sake of trying to consolidate macroeconaostabilisation. For those countries that get
into dollarisation after experiencing severe macoo@mic instability characterised by
hyperinflation, they would not have any other optlmesides dollarisation as has been the ca
se with Zimbabwe. The issue of national identitd @nide will not be a priority under such

difficult circumstances.
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4 CHAPTER 4: METHODOLOGY

4.1 INTRODUCTION

This chapter presents the methodology used in singlythe extent of the impact of
dollarisation on Zimbabwe’s trade flows with itseiwe (12) major trading partners during
the period 2009 and 2013 in comparison with theopeefore dollarisation, 2000 to 2008.
The aim is basically to examine whether the intatidun of the multi-currency system had an
influence on trade flows in particular between Zantwe and countries whose currencies
were officially adopted into the legal tender bdsked if so, to what extent in relation to
other factors under consideration? The impact oes, imports and total trade is estimated
using the Gravity Model which has been used extehsiin international trade analysis in
both theoretical and empirical work as observedhm literature review. Specifically, this
study estimates using an Augmented Gravity Modéh additional control variables to the
standard model. The study essentially follows tlek& of acclaimed scholars, Rose etal
(2000, 2001 & 2004) and Klein (2002), among others.

4.2 AUGMENTED GRAVITY MODEL SPECIFICATION

The expanded or augmented gravity model includektiadal control variables to capture
trade costs which are represented by the proxylatebal distance in the equation. Dummy
variables can represent other factors that affadietwhich can be factored into the model to
capture these various costs. Therefore, for pugaxfethis study on Zimbabwe, the
augmented gravity model incorporates the dollansatexchange rate, free trade area, and
language factors in the form of dummy variablesepxdor the exchange rate. A number of
gravity model estimations on trade have commongdusese variables to analyse the effect
their effect on trade (Rose et al, 2000). This aed®er has found the variables critical for
Zimbabwe as they have generally been cited oftepdiigy makers and captains of industry
and commerce in Zimbabwe as having impact on trédigtional Trade Policy, CZI
Manufacturing Sector Surveys & Monetary and Figealicy Statements). The next section
explains in detail the selected variables as to bway influenced trade in addition to the

standard economic size (GDP) and distance variaibldge gravity equation.
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The Augmented Gravity Model for Zimbabwe is thugafied as follows for total trade,

exports and imports, considered separately as depéexplained variables:

In(ExportslIm portszwj )t =a+ ﬁlln(GDP *GDP. ) + ﬂzln(Dlst )+ ﬁsln(XrateZW)t

+ By (FTszv,j )+ Bs (Langzw’j )+ yl(DoIIarZW,j )t + ,U(ij)t

t=2000, ........ , 2013
jeN=1, ..., 12

Where;

Exports/Imports,; = Total exports/ imports between Zimbabwe and agupti.e.exports
from Zimbabwe £w)to countryj at timet being one dependent variable, and imports from
to zwat timet being another dependent variable.

GDP,j= Gross Domestic Product of Zimbabwe and thataaintry j (the product of the
GDPs).

Dist,wj= Distance between Harare (the capital of Zimbatave) the capital city of countyy
measured in kilometres.

Xrate,,= Exchange rate of the Zimbabwe currency againsttelollar at time.

Dollar,w;= Binary variable indicating if Zimbabwe and Coynfruse the same currency at
timet.

Langw,;= Binary variable indicating if Zimbabwe and coynjrspeak the same language,
English.

FTAw,j= Binary variable indicating whether or not Zimbabwand country belong to or
have a Free Trade Agreement such as SADC, COMEBA?E

Hew,jt = Other influences on bilateral trade, assumedateeha mean of zero and constant

variance error term.

The time period covered by the data is from 200@2@4&3 (14 years) covering the pre-
dollarisation period (2000-2008) and the post digédion period (2009-2013). The year
2014 was excluded from the study due to data uledibiy at the time of the study.

2 Duty-Free Quota-Free Interim Economic Partnergtypeement with the European Union
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4.3 DATA DESCRIPTION

The panel data, incorporating both time-series emds-sectional data, for the model is
composed of total bilateral trade figures includimgports and exports, GDPs for Zimbabwe
and its trading partners, distance between Haradecapitals of the trading partners, and
Zimbabwe-US exchange rates for the period 2000 @132 Other variables are
dollarisation/common currency, free trade agreesjeahd common language, which are
captured through dummies. The time frame is 14syedth 12 cross-sections of Zimbabwe’s
bilateral trading partners namely; Botswana, Chtha, EU27*, Namibia, Kenya, Malawi,
Mozambique, South Africa, United Arab Emirates (UABEnited Kingdom (UK), United
States (US), and Zambia. The EU27 representingo2ntdes of the EU is treated as one
country for the purposes of this study otherwidaltmdividual countries in the study sums
up to 38. The selected countries constituted Zimieéd major trading partners accounting
for, on average, 90% of Zimbabwe’s global traderduthe period 2000 to 2013.

4.4 DESCRIPTION OF MODEL VARIABLES

The identified six variables are of significancetie context of Zimbabwe and appear to
have direct influence on trade in terms of enhanain restricting trade. Generally, as
highlighted by Head (2003), according to econorheonty GDP or income, transaction costs,
and the presence or absence of trading agreemiéads lailateral trade of a country in one
way or the other. As such, the six variables unmersideration in this study are briefly

explained in the following section at least to mfiothe basis of their inclusion.

1) Economic Size (GDRy,)

The gravity model considers economic size, as rmmedsby GDP, as the main factor
influencing bilateral trade between two countrieandj. The theoretical understanding has
been that there is a positive correlation betweatet flows and GDPs of countries implying
that trade is expected to increase when GDP ineseasd the opposite should be true. In
essence, countries with higher GDPs will tend aolérmore than smaller countries. In other
words if a small country in terms of GDP engagebiiateral trade with a larger country, the

flow of trade is expected to be proportional to siee of their economies. In this case a larger

2127 member countries of the EU excluding the UKahti treated separately in the study
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country would export more to the smaller countgrthvhat the smaller country would export
to the larger country. It is assumed, the higher@DP, the higher the consumers’ incomes
and as such they (consumers) would tend to buyhanatountry’s goods. In the gravity

equation, the natural logarithm of the value ofl&rdtotal trade, export or imports) between
two countries is thus related to the countries GDOP® estimated parameter is elasticity of
trade to GDP which reflects the percentage vanaitictrade resulting from a 1% increase in
GDP. On the positive correlation between trade &mP, Head (2003) reflects that the
estimated cdicient of GDP to trade in the gravity model is ubualose to the predicted

value of one but he indicates that it is unusualdtain values ranging from 0.7 and 1.1.
2) Bilateral Distance (Dist)

Bilateral distance between two countries is emallycused to capture trade costs in the
gravity model. As noted by Baxter & Kouparitsas@@)) the greater is the distance between
two countries, the higher are the costs associatgdtransporting goods, thereby reducing
the gains from trade and reducing trade itselfsTheans that the further away countries are,
the less trade they are expected to experiencendirdy to transport costs, barriers to trade
and other logistics bottlenecks associated witthimigawith distant countries such as time lost
at borders and communication costs (Frankel, 1988)xuch the first option for any country
is to trade with countries within its vicinity. Thaistance factor is thus expected to have a
negative correlation with trade. A number of othariables can be incorporated through the
distance proxy to capture trade costs in the gramadel. Zimbabwe is thus expected to trade
more with neighbouring countries than it does vdistant countries. Head (2003) indicates
that the distance factor correlatioffeet is 0.6 on trade, typically. For purposes of ttudy
the distance between Harare (Zimbabwe’s capita) Brussel& is taken to stand for

bilateral distance between Zimbabwe and the EU.
3) Common Language (Lang)
Common language is usually associated with colamdl cultural links and is known to have

a positive effect on trade. This implies that coest that speak the same language are

expected to trade more between themselves thartrmsuthat have different languages and

22 Brussels, Belgium is the Headquarters of the EU alidhe same, there has been more trade betweelpafine and
Belgium than any other EU countries (the UK exclydhek to diamond exports to Antwerp.
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colonial links. Head (2003) advises that it hasnbieeind that countries that speak the same
language trade two or three times more than coup#iys that do not speak the same
language. This would mean that Zimbabwe is expeicteétchde more with South Africa, the
UK, US and Zambia more than it does with China Mwkzambique, for example. The
language factor is associated with information €dsrriers and marketing challenges. A
dummy variable stands for common language andusleq unity (1) for country pairs that

share a common official language, and zero otherwis

4) Free Trade Agreement (FTA)

Free Trade Agreements (FTAs) can be bilateral (cguto country) or regional trade
agreements (RTAs) which are aimed at boosting tred®veen the partners through
preferential trade preferences such as duty-freecaota-free market access opportunities.
The FTAs in essence aim to promote trade by reduomeliminating tariff and non-tariff
barriers to trade and this is expected to havesdipe impact on trade flows among members
within a trading bloc. Zimbabwe has FTA arrangermentth COMESA, SADC, the EU
under the interim Economic Partnership AgreemerfPAE and functional preferential
bilateral trade agreements with South Africa, MaJaMozambique, Namibia and Botswana
(NTP, 2012). Frankel & Rose (2001) found that FTcAs increase trade by as much as three
times between trading partners while Head (2008icates that on average FTAs seem to
increase trade by about 50%. Zimbabwe is theredgpected to trade more with countries it
has FTAs with than those it does not have FTAs wiith as China and the US.

The estimation of the FTA effect is done cognisainthe problem of endogeneity because
FTAs are not purely exogenous as they can be imfleed by trade flows for them to be set
up, while they can also influence trade when theyia place, a case of FTA effect on trade

and trade effect on FTA. So the estimation resulth@ FTA variable could be ambiguous.

5) Dollarisation (Dallar)

Mixed results have been found in previous studeggarding the effect of dollarisation on
trade. Rose and his co-authors (2000, 2001 and)20@ proponents of dollarisation have
found a significant positive correlation betweeadw# and dollarisation. This implies that

countries that are dollarised or that use the samency are expected to trade more between
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themselves than countries that have different oores which would result in extra
transaction costs arising from the exchange ratoifaTheDollar variable in the gravity
model specified for this study therefore will shtlwe effect of common currency on trade
between Zimbabwe and its trading partners andishtke major focus of attention of this
study. By sharing a common currency, this means Zirababwe is sharing with trading
partners a common currency amongst the five cuiesribat were adopted as legal tender in
2009 namely, the US dollar, the Botswana pulaSbeth African rand, the EU euro and the
British pound. For the purposes of this study, thisuld mean that from 2009 to 2014
Zimbabwe, among the twelve (12) selected countwes, sharing common currency with the
US, UK, South Africa, Namibia, Botswana and the ElJand was not sharing common
currency with the rest including China, Zambia, &l Mozambique, Kenya and UAE.
TheDollar dummy variable is a binary variable equal to oneZimbabwe and countryuse
the same currency at timend equal to zero (0) if otherwise. This means fiteen 2000 to
2008 the variable would be zero for all countried differ for the period 2009 to 2014 when
the new currency regime has been in place. Ovehalcorrelation coefficient of theollar
variable will indicate the extent of the impact.

6) Exchange Rate Factor (Xrate)

There is a large body of empirical research whiotd that higher exchange rate volatility is
associated with lower trade volumes depending enstiurce of exchange rate fluctuations
implying that the level of exchange rate volatilinas a statistically significant negative
relationship with trade flows (Baxter & Kouparitsd®06). As also noted by Jacome &
Lonnberg (2010), elimination of currency risk pras®trade and investment, holding other
factors constant. For purposes on this study onbZbwe, another important variable, the
exchange rate, is used to measure the extent ofrtpact of dollarisation on trade since
dollarisation is regarded as form of hard curremxchange rate peg. In the case of
Zimbabwe, during the period 2000 to 2008 the Zimmlolollar to US dollar exchange rate
was unstable due to exchange controls and hypationil This discouraged both exports and
imports in a significant way. Since 2009 when tloairdry started using the US dollar the
exchange rate risk was completely eliminated onUB& to US$ transactions with trading
partners. The model captures nominal exchangevoddility / variability of the Zimbabwe

dollar against the US dollar during the period 2@0@®008 and during the multicurrency
period 2009 to 2013. Since the Zimbabwe currenoynfi2009 to 2013 was now the US
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dollar it means that the Zimbabwe dollar to US @okxchange rate stabilised at 1:1. The
exchange rate variable is in a way capturing tHiudsation factor of the study as it is a good

indicator of the dollarisation effect.

4.5 DATA COLLECTION AND SOURCES

Various data sources for the explanatory variabé® been used. The data set on total trade,
imports and exports were obtained from UNCTAD Tr&dgabas® recorded in US dollars;
and GDP figures for all the countries were obtaifiesin the 2014 World Development
Indicators database of the World B&hland distance between Zimbabwe and its trading
partners were obtained from CEPIl database for 201F's International Financial
Statistics (2014) exchange rate data was obtaimedh fthe World Bank’s World
Development Indicators datab&%en official exchange rates calculated as an arenetage
based on monthly averages (Local Currency Unit®$ period average). Information on

regional trade agreements (RTAs) was retrieved fienWTO website.

4.6 ECONOMETRIC PROCEDURES

The study uses E-views Version 8 Statistical Sa#wRackage for econometric analyses to
estimate the augmented gravity model. Panel datartéination of cross sectional data and
time series data) is used to run Pooled OLS regresgavity equations on total trade,
exports and imports. Why panel data? The gravitglehas run on panel data because of
more degrees of freedom and less collinearity whiely result in the estimated coefficients
having smalt statistics and large standard errors. Panel datahas strong ability to identify

effects that cannot easily be detected throughcjasis-sectional data.

Two sets of gravity equations for imports and expare estimated using the Pooled OLS

method so as to determine the effect of dollaxsasind other factors on trade flows between

23

http://unctadstat.unctad.org/wds/ReportFoldersit&miders.aspx?sRF_ActivePath=p,15912&sRF_Expanded
= p,15912
24 http://data.worldbank.org/products/wdi
% http://www.cepii.fr/cepii/len/bdd_modele/bdd.asp
26 http://data.worldbank.org/indicator/PA.NUS.FCRF
2 http://rtais.wto.org/Ul/PublicMaintainRTAHome.aspx
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Zimbabwe and its trading partners. Because of thdtipficative nature of the gravity

equation, natural logarithms are used for all \deis except dummy variables.

4.7 EXPECTED RESULTS

The expected results of the gravity model estinmadoe summarised in Table 4.1 below
showing the expected signs of the coefficientshefindependent variables in the estimation
namely; GDP(gdpw,), Distance {ist), Exchange Ratéxrate) Dollarisation(Dollar), Free

Trade Agreemenffta) and Common Languadéng). The dependent variables are Exports

(exports)and Importsi(nports).

Table 4.1: Expected Results of Model Variables

Variable Description Expected Sign

Inexports Natural logarithm of Zimbabwe exports to courjtry

Inimportg | Natural logarithm of Zimbabwe imports from couniry

C Constant/intercept +/-

Ingdpw,; | Natural logarithm of the product of Zimbabwe GDRw +
countryjs GDP

Lndist Natural logarithm of distance between Harare &ed t -

capital of country

Inxrate Natural logarithm for the Zimbabwe-US$ exchange rat +
Lang Dummy variable for common language +
Fta Dummy variable for Free Trade Agreement +

Dollar Dummy variable for dollarisation (common currency) +

47



5 CHAPTER 5: PRESENTATION AND INTERPRETATION OF R ESULTS
5.1 INTRODUCTION

This chapter presents the results of the gravityleh@stimates on the effects of various
variables on Zimbabwe's exports to, and importsfribs twelve (12) major trading partners.
The descriptive statistics and correlation testiltesare first presented and thereafter results
of the Pooled OLS gravity equation estimates assgnted, analysed and interpreted. It is
important to note that gravity equations in thigdgtwere estimated under two scenarios. The
first scenario included all trading partners ane second scenario excluded China because
China seemed to be kind of an outlier due to tleetfaat it does not have common currency
and common language with Zimbabwe, and the two ttmsndo not have a free trade
agreement. By pooling the twelve (12) trading pendntogether the study disregarded

heterogeneity that may exist among the tradingpast

5.2 DESCRIPTIVE STATISTICS

The descriptive statistics used in the aggregaaéysis is here presented in Tables 5.1 below.
The variables of much relevance for the analysiutde total trade, exports, imports,
distance, free trade agreement and language. Tinenary shows a comparison of mean
values of total trade, exports, imports, and distafor Zimbabwe and its trading partners
during the full period under review (2000-2013)ripe after dollarisation, and comparison
between common currency and non-common currencyntges during the period of
dollarisation 2009-2013. The full descriptive stag@s for the four scenarios showing the
number of observations, the median, minimum andimax values, standard deviations,

kurtosis, and skewness of the data distributioaglatailed in Appendix 2.
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Table 5.1 Summary Mean Statistics with Trading iad (2000-2013)

Variable Mean -+ Mean — with alll Mean-with Mean-with  non-
with all | partners after common currency common currency
partners dollarisation partners after partners after
(2000-2013) (2009-2013) dollarisation dollarisation

(2009-2013) (2009-2013)

Total Trade 350578.5 491318.3 718560.1 645219.4

Exports 149603.3 202798.9 273943.7 226372.8

Imports 200975.5 288519.4 444616.4 418846.5

Distance 4468.496 4468.496 5598.503 3173.877

Free Trade Area 0.750000 0.750000 0.833333 0.714286

Language 0.666667 0.666667 0.833333 0.571429

Note: Trade figures are in millions of US dollars.

It can be observed from Table 5.1 that the meanegabf total trade between Zimbabwe and
its trading partners is larger during the perioddofiarisation (2009-2013) and in particular
with multi-currency countries or countries with whdheir currencies were adopted as part
of dollarisation. The same trend is true with Zitwa exports to, and imports from, its
trading partners. This means that during dollawsatZimbabwe traded more with countries
it shares common currency with than it did with mies it does not share common currency
with. This is somewhat a true reflection of Zimbasvtrade with South Africa and the EU
combined. It can be noted also that imports agtualbre than doubled during the period
2009-2013 and more so with common currency cowstiidle mean of exports increased
marginally and the increase is more pronouncedxporés to the common currency countries
as well. The trade difference between exports andorts (trade deficit) consequently
increased more in the same set up. Despite theased mean total trade, exports and
imports, the average distance is more within commumnency countries than non-common
currencies. The dummy variable statistics show Zitabbabwe shares common language and
free trade agreements more with common currencyitdes than non-common currency

countries.

5.3 CORRELATION TEST

A correlation test is conducted to find if there aome linear causal relationships among the
independent variables and also to determine thedyligigns of the variables' coefficients in
explaining Zimbabwe's exports to, and imports frisgntrading partners. This test bears in

mind that correlation does not necessarily implgaasal relationship but may mean that
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some variables just move in the same directiommesdifferent way. Table 5.1 below shows
the correlation tests found using the Excel Datalysis Tool on the logarithm values of the

variables.

Table 5.2: Correlation Test Results

LNEXPORTS LNIMPORTS|LNGDP_ZWJ| LNDIST |LNEXRATE| FTA LANG

LNEXPORTS 1.000
LNIMPORTS 0.8019 1.000
LNGDP_ZWJ 0.5197 0.4015 1.000

LNDIST -0.2572 -0.1231 0.9067 1.000
LNEXRATE -0.09713 -0.1236 -0.1298 7.7429 1.000

FTA -0.0281 -0.0030 -0.5193 -0.6370Q -3.124 1.000
LANG -0.1531 -0.1242 -0.3069 -0.3667 4.423¢ 0.402]32 1.000

The results show a positive correlation between GD& trade (exports and imports). The
expected distance variable coefficient in relato®xports and imports is negative implying
negative correlation. These two test results admawith expectation of the gravity model
to be estimated. The correlation tests for the dymariables, free trade area and language,
are negative with respect to exports and impoiss & rather strange as these, according to
theory should have positive impact on trade. Theeeted relationship between exchange
rate and almost all the variables is negative whisb does not make sense.
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5.4 POOLED OLS GRAVITY EQUATION ESTIMATES

The following section gives separate gravity edquragstimates for exports, imports and total
trade of which the full or detailed results areexed as Appendix 3.

1) GRAVITY EQUATION FOR TOTAL EXPORTS [LNEXPORTS]

Table 5.3: Gravity Equation for Exports to All Trag Partners

Variable Coefficientd. Error t-Statistic  Prob.

LNGDP_ZWJ 0.347736 0.032300 10.76575 0.0000
LNDIST -0.707129 0.180280 -3.922384 0.0001
LNEXRATE 0.002422 0.023647 0.102442 0.9185
DOLLAR 0.230268 0.299952 0.767683 0.4438
FTA 0.108165 0.293412 0.368644 0.7129

LANG -0.577881 0.221573 -2.608081 0.0100
No. of Obs=168, R-Squared=0.38

The gravity panel least squares estimates on thetedf the various variables on Zimbabwe's
exports to its major trading partners are rathegresting in explaining exports with a good
number being not statistically significant. Theulés show that the GDP (LNGDP_ZWJ) is
positive as expected at 0.35 and statisticallyiBagmt at 5% level with a probability value of
zero (p<.05). This means that as GDP increases¥gyZiImbabwe exports are expected to

increase by 0.35%.

The distance (LNDIST) has the expected negativefficamt of -0.7 and statistically
significant at 5% level with a probability value @0001 which is also less than p<.05. This
means a 1% increase in distance between Zimbabwvésatrading partners reduces exports
by 0.7%. Alternatively this means that Zimbabweaxp more to countries that are nearer in
terms of distance than to those countries thatfantber away. The results on GDP and
distance are quite consistent with postulationsghef gravity model. The exchange rate
variable has a zero coefficient although it is stdtistically significant at 5% level of
significance with a p-value of 0.92 (p>.05). Thigplies that the exchange rate factor has no
influence in explaining Zimbabwe's exports. It sldolbbe noted that the exchange rate factor
considered in this study is not between currenaigisin the multi-currency system but the

exchange rate between the Zimbabwe currency andJshelollar from 2000-2013. The

51



Zimbabwe currency between 2009 and 2013 has beeb®$. The result could have been
different if the exchange rate factor was betwd®n multi-currencies exchange rates, for

example between the US dollar and the South Afriead.

The free trade agreement variable (FTA) coefficiealue of 0.11 (€=0.3) implies that
Zimbabwe exports reduce by 70% to countries witlonvht has free trade agreements with
i.e. 100(€"-1) = -70%. Again, this estimate is not statisticalgnificant at 5% per cent level
with a p-value of 0.71, so we can conclude wittiaiety that free trade agreements have had
no effect or no impact on Zimbabwe's exports. Theglage factor (LANG) has an
unexpected negative sign with a coefficient of 80vihich is statistically significant at 5%
level. This implies that language has a negatifecefon Zimbabwe's exports, with the
country exporting less to countries with which tases common language with than it
exports to countries that it does not share comlanguage with. This is rather strange and

does not make sense and this could be an undeatsta® a result of omitted variable bias.

The dollarisation variableDOLLAR) estimate is not statistically significant &=0.63. This

estimate is not statistically significant at 5%dkwf significance implying that dollarisation
had no effect on Zimbabwe exports to countries wittom it shared common currency with.
The result is rather consistent with Klein (2008¥ aNitsch (2005) findings on the Western

Hemisphere that dollarised currency unions do igotificantly promote trade.
2) GRAVITY EQUATION FOR TOTAL IMPORTS [LNIMPORTS]

Table 5.4: Gravity Equation for Imports from Allading Partners

Variable Coefficient Std. Error  t-Statistic Prob.
LNGDP_ZWJ 0.439011 0.035672 12.30677 0.0000
LNDIST -1.241725 0.199102 -6.236633  0.0000
LNEXRATE 0.022526 0.026115 0.862572 0.3896
DOLLAR 0.820232 0.331267 2.476044 0.0143
FTA -0.365366 0.324044 -1.127520 0.2612
LANG -0.726614 0.244706 -2.969339 0.0034

No. of Obs.—168. R0.37
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The model estimates on imports as shown in Taldleabove also reflect interesting results
with the GDP (LNGDP_ZWJ) coefficient being positias expected at 0.44 which is
statistically significant at 5% level with a p-valzero. This means that as GDP increases by
1%, Zimbabwe imports are expected to increase B¥%. Distance (LNDIST) has the
expected negative sign and much bigger value &4-Implying that a 1% increase in
distance would reduce imports by 1.24%. This isigteally significant at 5% level. This
would mean that Zimbabwe's imports are to a greax¢ent influenced by the distance
implying that the country imports more from neateuntries than distant countries and this
could be due to transport and logistics issuesirAdmth the GDP and distance estimates are
consistent with the gravity model postulations.vwith exports, the exchange rate coefficient
is almost zero at 0.02 although not statisticaigyngicant at 5% level of significance. This
also implies that exchange rate volatility factasthad no influence on Zimbabwe's imports
and this could be due to use of hedging instrumiepisnporters thereby rendering the effect

of exchange rate volatility immaterial.

The free trade agreement variable (FTA) has a iegabefficient value -0.37 €=1.45)
implying that Zimbabwe imports reduce by 45% froautries with whom it has free trade
agreements with. In a free trade area imports cxeally expected to increase but the results
are indicating otherwise although not statisticalignificant at 5% level. Again language
(LANG) has an unexpected negative sign which iissigally very significant at 5% level.
This does not make economic sense and this, agaitd be an underestimate as a result of

omitted variable bias.

The variable of much interest, dollarisation, haseay positive and significant effect on
Zimbabwe imports. The DOLLAR estimate is 0.8%%.23) and is very significant at 5%
level (p-value equal to 0.01). This means that Zbviee imports increased by 123% from
countries with which it shares common currency with 100(€%*1) = 122.9%, including

South Africa, EU and the US. This result refled¢tattZimbabwe imported two times more
from countries with which it shares common currewityh (multi-currency basket countries).
This is somewhat a better reflection of what Zimkabhas actually experienced with
dollarisation on imports as they have more thanbtexliduring the period of dollarisation
and the bulk of these imports were coming from mautrency basket countries. This
estimate is almost similar to the result of Rivé2®07) who found 100(8-1) =148%

increase for El Salvador's trade with countrieshared common currency with. As indicated
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in the literature review, Glick & Rose (2002) foutite currency union effect on bilateral
trade being three times more'{e3.7) i.e. 270% increase (triple effect) and statidly
significant.

3) GRAVITY EQUATION FOR TOTAL EXPORTS [LNEXPORTS] EXCL . CHINA

Table 5.5: Gravity Equation for Exports to all Tiragl Partners Excluding China

Variable Coefficienstd. Error t-Statistic Prob.

LNGDP_ZWJ 0.336669 0.032537 10.34719 0.0000
LNDIST -0.712227 0.180962 -3.935774 0.0001
LNEXRATE 0.016514 0.025192 0.655529 0.5131
DOLLAR 0.417802 0.308084 1.356129 0.1771
FTA 0.426140 0.309036 1.378935 0.1700

LANG -0.404450 0.228351 -1.771175 0.0786
No. of Obs.=154: R=0.39

Table 5.5 above shows the second scenario resultseogravity equation estimates on

exports excluding China. As indicated earlier dmg tChina effect' could have had an
influence on the result since China has no commarency, common language and free
trade agreement with Zimbabwe like many of the ¢toem in the panel. The gravity

estimates are not at all much different from thistfcase scenario implying that the 'China
effect' does not hold on Zimbabwe's exports tanitgor trading partners. Table 5.6 below

gives a comparison of the results of the two séesar

Comparison of Gravity Equation Estimates for Total Exports Incl. & Excl. China

Table 5.6: Comparison of Estimates on Exports bidg and Excluding China

Variable Coefficient on P-Value Coefficient on P-Value

Zimbabwe Zimbabwe all

exports to all countries

countries excluding China
LNGDP_ZWJ| 0.347736 0.0000 0.336669 0.0000
LNDIST -0.707129 0.0001 -0.712227 0.0001
LNEXRATE | 0.002422 0.5131 0.016514 0.9185
DOLLAR 0.230268 0.1771 0.417802 0.4438
FTA 0.108165 0.1700 0.426140 0.7129
LANG -0.577881 0.0786 -0.404450 0.0100

54



The p-values are slightly different but still pong to the same significance. Therefore the
analysis and explanations given under the firse gaenario above hold under this 'China

effect' scenario.
4) GRAVITY EQUATION FOR TOTAL IMPORTS [LNIMPORTS] EXCL . CHINA

Table 5.7: Gravity Equation on Imports from all dirag Partners Excluding China

Variable Coefficientd. Error t-Statistic  Prob.

LNGDP_ZWJ 0.429256 0.036846 11.65011 0.0000
LNDIST -1.227974 0.204924 -5.992330 0.0000
LNEXRATE 0.029079 0.028528 1.019325 0.3097
DOLLAR 0.918928 0.348878 2.633950 0.0093
FTA -0.147224 0.349956 -0.420691 0.6746
LANG -0.611632 0.258588 -2.365274 0.0193

No. of Obs.=154; R=0.37
Table 5.7 above shows the second scenario resultseogravity equation estimates on
imports excluding China. Table 5.8 below gives mparison of the results of the first and

this second scenatrio.

Comparison of Gravity Equation Estimates for Total |mports Incl. & Excl. China

Table 5.8: Comparison of Estimates on Imports ldiclg and Excluding China

Variable Coefficient on P-Value Coefficient on P-Value

Zimbabwe Zimbabwe

Imports  from Imports from all

all countries countries

excluding China

LNGDP_ZWJ| 0.439011 0.0000 0.429256 0.0000
LNDIST -1.241725 0.0000 -1.227974 0.0000
LNEXRATE | 0.022526 0.3896 0.029079 0.3097
DOLLAR 0.820232 0.0143 0.918928 0.0093
FTA -0.365366 0.2612 -0.147224 0.6746
LANG -0.726614 0.0034 -0.611632 0.0193

Again, the gravity estimates are almost the santie the first case scenario implying that the

'‘China effect’ does not hold to disregard the tesfuthe first case scenario. This means that
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GDP, Distance and dollarisation had significaneefffon Zimbabwe's imports from all its

major trading partners.

5.5 CONCLUSION

The Pooled OLS Gravity Equations have shown thaPGiad a positive and statistically
significant effect on all explained variables nayneixports and imports as rightly postulated
by the gravity model. Consistent results have deen found with regards to distance
indicating a negative and statistically significaftect on Zimbabwe's exports and imports.
The trade-enhancing results of the dollarisatiomagde (Dollar) on exports, imports and total
trade are had positive throughout in the sense@kasing trade but however the positive
effect is statistically significant on imports asttistically insignificant on exports. A 147%
increase on imports is quite a significant increadéhough this is a lesser effect as compared
to the findings on Glick & Rose of times increase ttal trade. This implies that
dollarisation attracted relatively more importsoi@imbabwe than exports to trading partners
which is kind of a reflection of the situation dmetground as identified in Chapter 2 on the

synopsis of Zimbabwe's trade performance.

The study also revealed that exchange rate véyaklihd no impact on exports and imports
although this result has not been statisticallyisigant. This result augurs well with Silvana
Tenreyro (2006)’s finding that nominal exchange nariability has no significant impact on
trade flows. The exchange rate volatility that wasder consideration is between the
Zimbabwe currency and the US$ only. The result adag explained by the fact that after
dollarisation in 2009 there was no exchange ratatiity problem to talk about since the
exchange rate stabilised at 1:1. However, the exgdhaate issue that could matter and which
can be looked into in future studies is that betwearrencies within the multi-currency
basket particularly the US dollar and the Southicafn rand (the major traded currencies)

exchange rate which has not been stable.
The results on free trade agreements and languagaigrisingly ambiguous. They actually

do not make economic sense as they reflect a wegeafiect on trade. This could mean that

these variables are not an issue at all underutrert Zimbabwe situation.
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Attempting to balance out the results of the gsagjuations on exports and imports leads to
the conclusion of this researcher that dollarisati@s had to a greater extent a negative
impact on the balance of trade. This is due tofalsethat dollarisation increased exports by
147% yet it had no significant effect on exportpiying that the trade deficit gap was

increasing or widening with a margin of more 100@cpatage points. It can be concluded
with certainty that dollarisation had a negativepaot on the balance of trade through the

imports component.

The overall results show arf R all the three gravity equations averagingifidicating that
only 40% of the variations in Zimbabwe's total estpoand total imports from its major
trading partners are explained by the gravity eaquat This leads this researcher to conclude
that there are certainly other very critical fasttinat could have been affecting Zimbabwe's
trade performance besides the factors identifiedtlics study. These variables could be
linked to productive capacity for local producelbsyriers to trade and other institutional

factors which can be areas for consideration inr&utesearches.
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6 CHAPTER 6: CONCLUSIONS AND RECOMMENDATIONS
6.1 INTRODUCTION

This chapter summarises the research findingsinglad the fundamental objectives of the
study which basically sought to assess the extentviiich dollarisation impacted on
Zimbabwe’s trade performance during the period 2839 2013 when the policy regime has
been in place so far. The chapter makes conclusamus recommendations for policy
consideration and interventions guided by resedirotings. The chapter signs off with

suggestions for further research on the dollansatiade nexus.

6.2 SUMMARY CONCLUSIONS

The study examined, using the gravity model, therexof the impact of various variables on
Zimbabwe’s international trade flows during the iper2009 to 2013 when the country
adopted dollarisation currency regime (multi-cuagrsystem) and comparing it with the
period prior to dollarisation 2000 to 2008 when toeintry was still using its own currency,
the Zimbabwe dollar. The study was also meantrto €ut if the trade performance was as a
result of other factors besides dollarisation, @roic size (GDP), distance, exchange rate
volatility, language and free trade agreements waling partners (factors included in the

gravity model) or other factors.

The results of the study are quite mixed dependingwhich dimension and explained
variable is under consideration. With regards tpogkflows, we accept the null hypothesis
that dollarisation did not have an impact on Zimlals exports to major trading partners
and reject the alternative hypothesis that it hadgact. The results show that dollarisation
had no effect on export performance. With regandsnports performance, the results show a
statistically significant doubling effect of dolisation impact on imports (147% increase).
On the balance of trade, the fact that dollarisatncreased exports by 147% yet on exports it
had no significant effect implies that the tradéaliegap was increasing or widening with a
margin of more 100 percentage points. It can beclodied with certainty that dollarisation

had a negative impact on the balance of trade gjfirdloe imports component.

The findings on the impact of dollarisation on Zeblwe'’s trade are not quite consistent with
Rose et al (2000, 2001 & 2004) and Rivera (2008)lte on El Salvador which found an
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increase of 3 to times on trade. This difference lsa due to the fact that this researchers
considered analysing the effects separately o itofzorts and total exports while the other
researchers looked at total trade without distisigmg between exports and imports.
Otherwise the results on imports agree to the tesdt@ncing effects of dollarisation, while
the results on exports point to the conclusion @ik (2005) and Nitsch (2005) that

dollarisation does not have significant trade-emiraneffects.

For Zimbabwe, it is during the period of dollarisat(2009-2013) that total trade more-than-
doubled driven mainly by imports compared to theqoebefore dollarisation. Dollarisation

actually became an incentive although towards tite &f 2013 the total trade values were
shrinking implying that even though dollarisatiomsvn place, there were other significant
factors at play which were behind the poor perforcea We can safely conclude that
dollarisation had no effect on exports as the experformance remained sluggish while

import performance was rising exponentially.

Although there have been arguments against a neg@tde balance in an economy, with
some saying that it does not necessarily point dor gpoerformance of an economy as
evidenced by the US which has posted negative tratices for many years, the situation
obtaining in Zimbabwe is rather a cause for conggven that more of the country’s limited
foreign currency has been going out of the coutttnryurchase imports and yet there have not
been enough exports to generate more of the fomigrency into the economy to balance
the equation. As a result the country has beerdfagth financial liquidity challenges that
have hampered productive sectors of the econommgdore affordable and long-term capital.
The situation has also been worsened by limitetbws of capital through FDI, limited
external support from multilateral financial ingtibns and dwindling remittances from

Zimbabweans in the diaspora.

As earlier indicated, the model results reveal that only 40% of the variations in

Zimbabwe's total exports and total imports frommitgjor trading partners is explained by the
gravity equations. This points to the fact tharéh&re important country-specific explanatory
variables precluded in the estimation which coutdvénimportant partial effects on trade.
These variables, from the qualitative analysis lbé tresearcher, include policy and
institutional factors that affect the ease-of-doibgsiness. Infrastructure also plays an

important role and as such it is recommended thiatré studies on the impact of various
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factors on trade in the Zimbabwe context take aoount other salient and important factors
into consideration. In as much as other factoré siscdistance, economic size, and common
language and free trade agreements have gotteniattethe role of institutions is beginning
to have a deep influence on all the factors.

From the findings of this study, it appears ther@swalse impression or mistaken belief
among economic agents that the economy was to fellpver by default by virtue of

dollarisation, yet this researcher, based and guljethe results of this study is of the view
that dollarisation is just a necessary but noticefit condition to drive the country’s trade

performance which is an important variable in tber@mic growth model.

6.3 POLICY RECOMMENDATIONS

1) Balance of Trade

The study has found that dollarisation to a greaigent resulted in increased imports into
Zimbabwe and had no effect on exports. This redultean unsustainable balance of trade
and current account deficits, which have been tinke with foreign currency liquidity
challenges Zimbabwe has faced after dollarisatibrthe economy. It is recommended that
export development programmes and incentives benqalaice to inculcate an export culture
amongst entrepreneurs to boost exports, the mgeirtamt and sustainable source of foreign
currency. This is against the background of limfisdal space and incapacitation to generate
seigniorage revenue following dollarisation. Thésealso need for appropriate and less
excessive exchange control measures to stem oetessary and luxury imports which have

constrained the country’s current account position.

2) Productive Capacity

While the study has found no effect of dollarisatmn exports and statistically significant
impact on imports, with production capacity constisa Zimbabwe could continue

incentivising imports thereby compromising the doyis balance of trade and its ability to
sustain the dollarisation through foreign exchahgeidity. Increasing productive capacity

and competitiveness of local industry by contrglithe major cost drivers associated with
dollarised economies will be an important step eodh demand for domestically produced

goods. Effort in this direction is necessary tdocimflux of low priced imports from least cost
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producing trading partners. Measures to improvecompetitiveness to a greater extent

contribute sustainable trade performances for thmiry.

3) Macroeconomic Stability

The study has noted that with the introduction loé tmulti-foreign currency system in
Zimbabwe, economic agents were in the line of timgkhat dollarisation was the ultimate
solution to all challenges the country was facethwrlhis was in light of the drastic fall in
inflation rates from hyper levels to single-dig#vels of below 5%. It seems this steady
economic recovery experienced between 2009 and 2@&3by default as this is expected
anyway in an economy that adopts dollarisationgyoin the face of hyper-inflation and
macro-economic instability. For long-run stabilisatof the economy, dollarisation needs to
be buttressed by a variety of economic policies t@en stimulate investment and export-
oriented economic growth. In the short-to-mediumrmteZimbabwe has limited options to re-
introduce the local currency and should maintaartulti-currency system for a reasonable
period of time until the basic macroeconomic fundatals get into place. This is in light of
the current economic stagnation, otherwise theasdn could easily culminate into the pre-
2009 era.

4) Free Trade Agreements

The study has generally revealed no effect of frade agreements (FTAsS) on Zimbabwe’s
trade performance during the multicurrency peridthile it is widely acknowledged that
FTAs contribute to increased trade flows betweamutites, supply-side challenges could be
the major hindrance for Zimbabwe to meaningfullynéf@ out its membership to bilateral
and regional trading blocs. This also supports rdfedmmendation above to work out on
policies to boost productive capacity and compediiess otherwise the country would
continue absorbing imports from trading partneishsas South Africa that are making use of

existing free trade agreements.

6.4 SUGGESTIONS FOR FUTURE RESEARCH

The scope of this study was limited to analysing ¢lxtent of the impact of dollarisation on
Zimbabwe’s international trade flows, and in pafér exports and imports. The findings of

this study are comparable and consistent with otteowned academics that dollarisation
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increases trade. However, the study did not incllti®ther salient factors that have been
seen to influence trade and economic performanck sg tariff and non-tariff barriers,
policy and institutional factors. Therefore, thiady can be a good starting point for further
studies to determine the extent of the impact esSe¢hother variables on Zimbabwe trade
flows. A different methodology can also be use@dsd®o compare the results of the impact of
dollarisation on trade in Zimbabwe. This study ofdgused on trade in goods, so it can also
be extended to trade in services, which of lateel@en contributing at least 50% to GDP of
Zimbabwe, although less is being realised in tevfrexports.
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8 APPENDICES

APPENDIX 1: DATASET FOR PANEL REGRESSION ANALYSIS (IN LOG FORM EXCEPT FOR
DUMMY VARIABLES)

LNTRADE LNEXPORTS | LNGDP_ZWJ| LNDIST LNEXRATE| DOLLAR FTA LANG
Botswana - 00 12.05604p 11.03705 45.10298 6.841264 3.641264 - 1 1
Botswana - 01 11.21111 9.768816 45.06299 6.841264 .007333 ) 1 1
Botswana - 02 11.5647y 10.73671 44.98731 6.841264 .007333 j 1 1
Botswana - 03 11.45948 10.56609 45.20827 6.841264 714471 ) 1 1
Botswana - 04 12.0388¢ 10.77994 45.39184 6.841264 .165848 ) 1 1
Botswana - 05 12.1211 10.46677 45.49232 6.841264 692822 ) 1 1
Botswana - 06 12.53446 11.7328 45.45623 6.841264 .5049 ) 1 1
Botswana - 07 12.9037y 11.81815 45.50506 6.841264 2.42%922 ) 1 1
Botswana - 08 12.69848 11.8746 45.33982 6.841264  .42922 ) 1 1
Botswana - 09 12.73325 12.06642 45.85863 6.841264 0 1 1 1
Botswana - 10 12.8863p 12.29207 46.31407 6.841264 0 1 1 1
Botswana - 11 12.77029 12.22093 46.57255 6.841264 0 1 1 1
Botswana - 12 12.89662 12.502%8 46.64678 6.841264 0 1 1 1
Botswana - 13 12.6240p 11.88816 46.74207 6.841264 0 1 1 1
China — 00 11.79883 11.4857 50.435p4 9.296346 2641 - 0 0
China—-01 11.71315 11.36942 50.54914 9.296B46 7330 ) 0 0
China — 02 11.88744 11.64847 50.57p7 9.296346 3307 j 0 0
China — 03 12.6734 12.54999 50.594B86 9.296846 b4 ) 0 0
China — 04 12.3701 11.75519 50.77148 9.296846 84%5% ) 0 0
China — 05 12.39921 11.76313 50.91839 9.296B46 288D ) 0 0
China - 06 12.11899 11.32441 51.046B2 9.296846 029.5 ) 0 0
China - 07 12.6659 11.670p 51.27154 9.296346 12229 j 0 0
China - 08 12.4235] 11.70133 51.348B7 9.296846 2022 ) 0 0
China - 09 12.76618 12.15541 52.06066 9.296346 0 0 0 0
China - 10 13.41997 12.81651 52.381113 9.296346 0 0 0 0
China - 11 13.70087 13.16962 52.73906 9.296846 0 0 0 0
China - 12 13.91911 13.47347 52.985p3 9.296346 0 0 0 0
China - 13 13.93244 13.5258 53.17981 9.296846 0 0 0 O
EU - 00 13.48301 13.11414 52.23727 8.996654 3.641126 - 1 0
EU-01 13.28151 12.90144 52.26665 8.996654 4.0897133 ) 1 0
EU - 02 13.39101 13.13268 52.28717 8.996654 4.087133 ) 1 0
EU - 03 12.99625 12.53398 52.39313 8.996654 6.71417 ) 1 0
EU - 04 13.20742 12.873p 52.54672 8.996654 8.165648 ) 1 0
EU - 05 13.0332 12.67928 52.58093 8.996654 8.692322 j 1 0
EU - 06 13.05086) 12.7548]L 52.59088 8.996654 11.5049 ) 1 0
EU - 07 13.19491 12.83611 52.70882 8.996654 122292 j 1 0
EU - 08 13.14502 12.7978 52.62447 8.996654 12.42922 ) 1 0
EU - 09 13.15767| 12.8686p 53.14102 8.996654 0 1 1
EU - 10 13.50349 13.19958 53.27517 8.996654 0 1 1
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EU-11 13.56941) 13.2685p 53.50186 8.996654 0 1 1
EU-12 13.64029 13.2982(1 53.55883 8.996654 0 1 1
EU-13 13.4422 13.06619 53.68409 8.996654 0 1 1
Kenya - 00 9.444934 9.06224 45.889[16 7.574809 2641 - 1 1
Kenya - 01 8.695411 8.089898 45.9p4 7.574309 43873 ) 1 1
Kenya - 02 10.36249 9.581894 45.869P9 7.5743809 7338 j 1 1
Kenya - 03 9.239954 8.870399 45.89349 7.5743809 4871 ) 1 1
Kenya - 04 8.846243 8.414643 45.98388 7.574809 584% ) 1 1
Kenya - 05 9.016343 7.767934 46.127[19 7.5743809 281D j 1 1
Kenya - 06 8.206125 7.495781 46.39239 7.574809 029.5 ) 1 1
Kenya - 07 9.322999 8.973253 46.577[15 7.5743809 2922 j 1 1
Kenya - 08 8.518427 7.855528 46.51P3 7.574809 9227 ) 1 1
Kenya - 09 9.650359 9.166218 47.156P2 7.574809 0 0 1 1
Kenya - 10 10.01012 9.479887 47.382[15 7.5743809 0 0 1 1
Kenya - 11 10.49742 9.895295 47.577p4 7.574809 0 0 1 1
Kenya - 12 10.43184 9.581787 47.88875 7.5743809 0 0 1 1
Kenya - 13 10.37203 9.474087 48.060p2 7.574809 0 0 1 1
Malawi - 00 10.83661 10.6973¢ 43.90304 6.258371 41264 1 1 1
Malawi - 01 9.854454 9.57234p 43.90041 6.258371 07883 ! 1 1
Malawi - 02 11.22567| 11.1736p 44.27401 6.258371 07333 ! 1 1
Malawi - 03 10.6295 10.41558 44.0775%2 6.258371 Hl71 ! 1 1
Malawi - 04 10.94226 10.75298 44.17048 6.258371 69548 ! 1 1
Malawi - 05 10.86021 10.774 44.21005 6.258371 8892 ! 1 1
Malawi - 06 11.06706 9.89660p 44.27783 6.258371 5049 ! 1 1
Malawi - 07 11.62549 10.14764 44.40685 6.258371 42922 ! 1 1
Malawi - 08 11.36161 10.146138 44.3849 6.258371 922 ! 1 1
Malawi - 09 11.45762 10.5016 45.16096 6.258371 0 0 1 1
Malawi - 10 11.64184 10.6207f 45.37941 6.258371 0 0 1 1
Malawi - 11 11.71482 10.41396 45.56818 6.258371 0 0 1 1
Malawi - 12 11.68309 10.46011 45.41473 6.258371 0 0 1 1
Malawi - 13 11.66442 10.45424 45.35827 6.258371 0 0 1 1
Mozambique - 00 11.58021 9.960205 44.8081 6.823225 3.641264 - 1 0
Mozambique - 01 11.35778 8.5071%2 44.76501 6.823225 4.007333 j 1 0
Mozambique - 02 11.74 10.3549 44.72915 6.823p25 007833 ) 1 0
Mozambique - 03 11.1612y 9.726393 44.73217 6.823225 6.714171 j 1 0
Mozambique - 04 11.06556 9.58724 44.94547 6.823225 8.165648 ) 1 0
Mozambique - 05 11.410441 10.26221 45.08045 6.823225 8.692322 ) 1 0
Mozambique - 06 11.6859 10.88295 45.10055 6.823225 11.5049 ) 1 0
Mozambique - 07 11.80338 10.90636 45.33115 6.823225 12.42922 ) 1 0
Mozambique - 08 11.2599P 9.646623 45.33198 6.823225 12.42922 j 1 0
Mozambique - 09 11.6494y 10.252¢4 45.91815 6.823225 0 0 1 0
Mozambique - 10 11.58358 10.10936 46.01225 6.823225 0 0 1 0
Mozambique - 11 11.63208 10.17168 46.42405 6.823225 0 0 1 0
Mozambique - 12 11.84201 10.86687 46.67496 6.823225 0 0 1 0
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Mozambique - 13 11.94158 11.09266 46.797169 6.823225 0 0 1 0
Namibia - 00 10.10847 9.797474 44.710B83 7.34503 41264 - 1 1
Namibia - 01 9.496455 8.902746 44.62617 7.34503 07883 ) 1 1
Namibia - 02 9.88931 9.775056 44.506D5 7.34%03 7388 ) 1 1
Namibia - 03 9.798034 9.740285 44.78743 7.34503 1471 ) 1 1
Namibia - 04 9.730884 9.597762 45.09346 7.34503 65648 j 1 1
Namibia - 05 9.690599 9.548587 45.17p2 7.34%503 2382 ) 1 1
Namibia - 06 9.312454 9.053411 45.2178 7.34503 ¥B50 ) 1 1
Namibia - 07 9.087113 8.699291 45.280[73 7.34503 42022 j 1 1
Namibia - 08 9.366937 8.927518 45.070018 7.34503 42022 ) 1 1
Namibia - 09 8.987685 7.995149 45.728[76 7.34%503 0 1 1 1
Namibia - 10 9.384839 8.300539 46.11647 7.34503 0 1 1 1
Namibia - 11 9.220984 7.708994 46.35913 7.34503 0 1 1 1
Namibia - 12 9.800034 8.099326 46.537B7 7.34503 0 1 1 1
Namibia - 13 9.835494 8.143645 46.622P09 7.34503 0 1 1 1
South Africa - 00 13.9338 12.34047 48.26245 7.8899 3.641264 - 1 j!
South Africa - 01 13.8231] 11.67274 48.16017 7.889p 4.007333 ) 1 1
South Africa - 02 13.9859 12.59472 48.04286 7.689p2  4.007333 ) 1 1
South Africa - 03 14.14687 12.93375 48.35808 7.8899 6.714171 ) 1 1
South Africa - 04 14.35429 13.12445 48.6373 7.689p2  8.165648 ) 1 1
South Africa - 05 14.16854 13.26918 48.74872 7.8899 8.692322 ) 1 1
South Africa - 06 14.22741 13.10648 48.74p5 7.689p2 11.5049 ) 1 1
South Africa - 07 14.50671 13.59229 48.81456 7.8899 12.42922 ) 1 1
South Africa - 08 14.70024 13.47947 48.59038 7.889p 12.42922 ) 1 1
South Africa - 09 14.62824 13.11515 49.23557 7.889Pp 0 1 1 1
South Africa - 10 14.87 13.48048 49.621]12 7.689923 0 1 1 1
South Africa - 11 15.0338 13.70745 49.87256 7.889p 0 1 1 1
South Africa - 12 14.96552 13.8093 49.95497 7.689p2 0 1 1 1
South Africa - 13 14.91282 13.67641 49.95127 7.889p 0 1 1 1
UAE - 00 11.28849 11.19536 47.99477 8.584326 3.6412 - 0 0
UAE - 01 9.111174 7.85355p 47.99787 8.584326 4.8873 ) 0 0
UAE - 02 10.00808] 8.809654 47.99255 8.584326 4.8873 ) 0 0
UAE - 03 9.778865 8.736868 48.0149 8.584326 6.71417 j 0 0
UAE - 04 10.78326 9.316634 48.20138 8.584326 84856 ) 0 0
UAE - 05 10.68076 9.438419 48.39302 8.584326 8.8223 j 0 0
UAE - 06 10.47344 9.478238 48.54418 8.584326 18504 ) 0 0
UAE - 07 10.59467| 9.398728 48.66535 8.584326 12229 ) 0 0
UAE - 08 10.74239 9.58014b5 48.68578 8.584326 122729 ) 0 0
UAE - 09 10.88306 10.13418 49.08097 8.584326 0 0 0 0
UAE - 10 11.94278] 11.59425 49.34943 8.584326 0 0 0 O
UAE - 11 11.99563 11.70238 49.69107 8.584326 0 0 0 0
UAE - 12 11.91122 11.47865 49.88979 8.584326 0 0 0 O
UAE - 13 11.61382 10.95955 50.04578 8.584326 0 0 0 O
UK - 00 12.4753 12.09451 50.69229 9.0231/08 3.641p64 ) 1 1
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UK - 01 12.14228 11.70446 50.6925%5 9.023108 4.08733 1 1
UK - 02 12.35201 12.04504 50.71696 9.023108 4.08733 1 1
UK - 03 11.95362 11.46758 50.76418 9.023108 6.71417 1 1
UK - 04 12.15024 11.67358 50.9452 9.0231/08 8.165648 1 1
UK - 05 11.91332 11.55881 50.9849 9.023]]08 8.692322 1 1
UK - 06 11.56314 11.02182 50.99766 9.023108 11.5049 1 1
UK - 07 11.59778 11.01754 51.10677 9.023108 12.2292 1 1
UK - 08 11.36717 10.80647 50.86616 9.023108 12.2292 1 1
UK -09 11.87515 11.60564 51.28996 9.023108 0 1 1

UK-10 11.70738 11.23052 51.47979 9.023108 0 1 1

UK-11 12.11649 11.57321 51.7005%7 9.023108 0 1 1

UK-12 12.07031 10.48894 51.83905 9.023108 0 1 1

UK-13 12.13996 10.96652 51.94148 9.023108 0 1 1

USA - 00 12.13642 11.573y 52.585%56 9.437646 3.64126 0 1
USA-01 11.63107] 11.0828p 52.63079 9.437646 48813 0 1
USA - 02 11.99938 11.5606p 52.59785 9.437646 48813 0 1
USA - 03 11.31304 10.4899 52.54286 9.437646 6.71417 0 1
USA - 04 11.67446 11.07791L 52.62067 9.437646 84856 0 1
USA - 05 11.89254 11.51508 52.67652 9.437646 88913 0 1
USA - 06 12.05991 11.4066B8 52.67749 9.437646 19.504 0 1
USA - 07 12.04258 11.0655p 52.69308 9.437646 12229 0 1
USA - 08 12.11855 11.43568 52.528%7 9.437646 12229 0 1
USA - 09 11.80323 10.3775p 53.1217 9.437646 0 1 0

USA-10 12.14329 11.36558 53.3067 9.437646 0 1 0

USA-11 11.83039 10.9866Q 53.49019 9.437646 0 1 0 1
USA-12 11.83708 11.0923b 53.66054 9.437646 0 1 0 1
USA-13 11.22732 9.65186p 53.77571 9.437646 0 1 0 1
Zambia - 00 11.4518] 11.15819 44.62825 5.983443 41264 1 1
Zambia - 01 11.0498] 10.67994 44.76975 5.983¢143 07338 1 1
Zambia - 02 11.8537¢4 11.746Q2 44.72736 5.983443 07338 1 1
Zambia - 03 11.69964 11.37931 44.78144 5.983443 14871 1 1
Zambia - 04 12.1826¢ 11.53186 45.03B3 5.9831143 584% 1 1
Zambia - 05 13.33464 11.533%7 45.316/73 5.983443 92812 1 1
Zambia - 06 13.2563] 12.38896 45.68[71 5.9831143 0291 1 1
Zambia - 07 12.13874 11.5068§2 45.75583 5.983443 42922 1 1
Zambia - 08 12.02075 11.5446 45.81712 5.9831143 2922 1 1
Zambia - 09 12.08698 11.38245 46.27512 5.983¢143 0 0 1 1
Zambia - 10 12.3554 11.60335 46.70218 5.983443 0 0 1 1
Zambia - 11 12.6891 11.550585 47.007p6 5.9831143 0 0 1 1
Zambia - 12 13.2178f 11.73096 47.18651 5.983443 0 0 1 1
Zambia - 13 13.1777] 11.7498§2 47.337/66 5.983¢143 0 0 1 1
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APPENDIX 2: DESCRIPTIVE STATISTICS FOR AGGREGATE DA TA ANALYSIS

1) Summary Statistics with all Partners (2000-2013)

TRADE EXPORTS IMPORTS DIST ZW FTA LANG
Mean 350,578 149603.3 200975.5 4468.496 00%0 0.666667
Median 138,629 65677.20 72165.61 2066.861 0QDno0o 1.000000
Maximum 3381505 993813.3 2483750. 12552.13 | 000000 1.000000
Minimum 3663.320 1800.430 1009.943 396.8041 | .00@000 0.000000
Std. Dev. 595865.1 205800.1 422064.6 4219.874|0.434307 0.472814
Skewness 3.172154 2.044854 3.604150 0.701580 1.154701 -0.707107
Kurtosis 13.62630 6.668358 16.16571 1.950737 | 2.333333 1.500000
Observations 168 168 168 168 168 168
2) Summary Statistics with All Partners after Dollarisation (2009-2013)
TRADE EXPORTS IMPORTS DIST ZW FTA LANG
Mean 491318.3 202798.9 288519.4 4468.496 000% 0.666667
Median 157874.7 87031.55 88437.59 2066.861 | 00QDOO 1.000000
Maximum 3381505. 993813.3 2483750. 12552.13 | .000d000 1.000000
Minimum 8003.625 2228.300 5037.094 396.8041 | .00@000 0.000000
Std. Dev. 797959.3 263277.7 575843.2 4242.801|0.436667 0.475383
Skewness 2.560547 1.528881 2.915078 0.701580] 1.154701 -0.707107
Kurtosis 8.618535 4.154495 10.02088 1.950737 | 2.333333 1.500000
Observations 60 60 60 60 60 60
3) Summary Statistics with Common Currency Partners afer Dollarisation (2009-2013)
TRADE EXPORTS IMPORTS DIST_ZW FTA LANG
Mean 718560.1 273943.7 444616.4 5598.503 B3 0.833333
Median 245803.6 127624.1 129970.7 5131.112| 00QDOO 1.000000
Maximum 3381505. 993813.3 2483750. 12552.13 | .000d000 1.000000
Minimum 8003.625 2228.300 5037.094 935.6708 | .00@000 0.000000
Std. Dev. 1045316. 303781.4 778625.1 4385.264|0.379049 0.379049
Skewness 1.686574 1.018688 1.819804 0.339875| 1.788854 -1.788854
Kurtosis 4.243477 2.771827 4.462118 1.594319 | 4.200000 4.200000
Observations 30 30 30 30 30 30
4) Summary Statistics with Non-Common Currency Partnes after Dollarisation (2009-2013)
TRADE EXPORTS IMPORTS DIST_ZW FTA LANG
Mean 645219.4 226372.8 418846.5 3173.877 4284 0.571429
Median 153512.0 87768.21 86560.76 1947.515| 000D00 1.000000
Maximum 3381505. 993813.3 2483750. 10898.12 | .00d000 1.000000
Minimum 15527.37 9568.367 5959.001 396.8041 | .00@000 0.000000
Std. Dev. 1000129. 304136.9 727893.4 3570.591|0.458349 0.502096
Skewness 1.824826 1.379963 1.985774 1.366105 0.948683 -0.288675
Kurtosis 4.835020 3.357780 5.246965 3.464738 | 1.900000 1.083333
Observations 35 35 35 35 35 35

71




APPENDIX 3: DETAILED GRAVITY MODEL RESULTS

1) Estimation on Exports to All Trading Partners

Dependent Variable: LNEXPORTS
Method: Panel Least Squares

Date: 04/27/15 Time: 12:00

Sample: 2000 2013

Periods included: 14

Cross-sections included: 12

Total panel (balanced) observations: 168

Variable Coefficient ~ Std. Error  t-Statistic Prob.
LNGDP_ZWJ 0.347736  0.032300 10.76575  0.0000
LNDIST -0.707129  0.180280 -3.922384  0.0001
LNEXRATE 0.002422  0.023647  0.102442  0.9185
COM_CURR 0.230268 0.299952 0.767683  0.4438
FTA 0.108165  0.293412 0.368644  0.7129
LANG -0.577881 0.221573 -2.608081  0.0100
R-squared 0.380394 Mean dependent var 10.99309
Adjusted R-squared 0.361270S.D. dependent var 1.499406
S.E. of regression 1.198334Akaike info criterion 3.234802
Sum squared resid 232.63265chwarz criterion 3.346372
Log likelihood -265.7234 Hannan-Quinn criter. 3.280083
Durbin-Watson stat 0.309775

2) Estimation on Imports from All Trading Partners

Dependent Variable: LNIMPORTS
Method: Panel Least Squares

Date: 04/27/15 Time: 12:12

Sample: 2000 2013

Periods included: 14

Cross-sections included: 12

Total panel (balanced) observations: 168

Variable Coefficient ~ Std. Error  t-Statistic Prob.
LNGDP_zZWJ 0.439011 0.035672 12.30677  0.0000
LNDIST -1.241725  0.199102 -6.236633  0.0000
LNEXRATE 0.022526  0.026115  0.862572  0.3896
COM_CURR 0.820232  0.331267 2.476044  0.0143
FTA -0.365366  0.324044 -1.127520 0.2612
LANG -0.726614 0.244706 -2.969339  0.0034
R-squared 0.372881 Mean dependent var 10.97585
Adjusted R-squared 0.353525S.D. dependent var 1.645996
S.E. of regression 1.323441Akaike info criterion 3.433408
Sum squared resid 283.7423Fchwarz criterion 3.544978
Log likelihood -282.4063 Hannan-Quinn criter. 3.478689
Durbin-Watson stat 0.154576
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3) Estimation on Exports to all Trading Partners Excluding China

Dependent Variable: LNEXPORTS
Method: Panel Least Squares

Date: 04/27/15 Time: 12:31

Sample: 2000 2013

Periods included: 14

Cross-sections included: 11

Total panel (balanced) observations: 154

Variable Coefficient ~ Std. Error  t-Statistic Prob.
LNGDP_zWJ 0.336669  0.032537 10.34719  0.0000
LNDIST -0.712227  0.180962 -3.935774  0.0001
LNEXRATE 0.016514  0.025192  0.655529  0.5131
COM_CURR 0.417802 0.308084 1.356129  0.1771
FTA 0.426140  0.309036 1.378935  0.1700
LANG -0.404450 0.228351 -1.771175  0.0786
R-squared 0.385335 Mean dependent var 10.88591
Adjusted R-squared 0.364569S.D. dependent var 1.504290
S.E. of regression 1.199128Akaike info criterion 3.239248
Sum squared resid 212.81055chwarz criterion 3.357571
Log likelihood -243.4221 Hannan-Quinn criter. 3.287311
Durbin-Watson stat 0.333244

4) Estimation on Imports to all Trading Partners Excluding China

Dependent Variable: LNIMPORTS
Method: Panel Least Squares

Date: 04/27/15 Time: 12:32

Sample: 2000 2013

Periods included: 14

Cross-sections included: 11

Total panel (balanced) observations: 154

Variable Coefficient ~ Std. Error  t-Statistic Prob.
LNGDP_zZWJ 0.429256  0.036846 11.65011  0.0000
LNDIST -1.227974  0.204924  -5.992330  0.0000
LNEXRATE 0.029079  0.028528 1.019325  0.3097
COM_CURR 0.918928 0.348878 2.633950  0.0093
FTA -0.147224  0.349956 -0.420691 0.6746
LANG -0.611632 0.258588 -2.365274  0.0193
R-squared 0.370011 Mean dependent var 10.91063
Adjusted R-squared 0.348728S.D. dependent var 1.682633
S.E. of regression 1.357909Akaike info criterion 3.487951
Sum squared resid 272.8998&chwarz criterion 3.606274
Log likelihood -262.5722 Hannan-Quinn criter. 3.536014
Durbin-Watson stat 0.155123
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